STUDY OF MORTGAGE CREDIT 


HEARINGS 


BEFORD A 


SUBCOMMITTEE OF THE 
COMMITTEE ON BANKING AND CURRENCY 
UNITED STATES SENATE 


EIGHTY-SIXTH CONGRESS 
FIRST SESSION 
ON 


A STUDY ON THE QUESTION: DOES THE DECADE 1961-70 
POSE PROBLEMS IN PRIVATE HOUSING AND MORTGAGE 
MARKETS WHICH REQUIRE FEDERAL 
LEGISLATION BY 1960? 


MAY 14, 15, 19, 20, 21, 25, 26, 28, AND 29, 1959 


Printed for the use of the Committee on Banking and Currency 


os 


UNITED STATES 
GOVERNMENT PRINTING OFFICE 
WASHINGTON : 1959 





COMMITTEE ON BANKING AND CURRENCY 


A. WILLIS ROBERTSON, Virginia, Chairman 


J. W. FULBRIGHT, Arkansas HOMER E. CAPEHART, Indiana 
JOHN J. SPARKMAN, Alabama WALLACE F. BENNETT, Utah 
J. ALLEN FREAR, JR., Delaware PRESCOTT BUSH, Connecticut 
PAUL H. DOUGLAS, Illinois J. GLENN BEALL, Maryland 
JOSEPH 8S. CLARK, Pennsylvania JACOB K. JAVITS, New York 
WILLIAM PROXMIRE, Wisconsin 
ROBERT C. BYRD, West Virginia 
HARRISON A. WILLIAMS, Jr., New Jersey 
EDMUND 8. MUSKIE, Maine 

J. H. YINGLING, Chief of Staff 

MATTHEW Hate, Chief Counsel 


SUBCOMMITTEE ON HovUsING 


JOHN J. SPARKMAN, Alabama, Chairman 


J. W. FULBRIGHT, Arkansas : HOMER E. CAPEHART, Indiana 
PAUL H. DOUGLAS, Illinois PRESCOTT BUSH, Connecticut 
JOSEPH 8S. CLARK, Pennsylvania J. GLENN BEALL, Maryland 
HARRISON A. WILLIAMS, Jr., New Jersey 
EDMUND 8, MUSKIE, Maine 

JameEs B. Casu, Jr., Staff Director 





DEPOSITED BY THE 
UNITED STATES OF AMERICA 


CONTENTS 


[Committee print Study of Mortgage Credit, appendix p. 453] 


Statement of — 
Abrams, Charles, visiting professor, Massachusetts Institute of Tech- Page! 
nology, Cambridge, Mass 27, 81 
Ashley, E. Everett III, Housing and Home Finance Agency 
Badgley, L. Durward, ‘director of real estate and mortgage research, 
Mutual Life Insurance Co. of New York 
Barnard, Charles C., Director, Budget and Statistics Division, 
Farmers Home Administr: ation, Department of Agriculture. 438, 176, 394 
Beyer, Dr. Glenn H., director, housing research center, Cornell Uni- 
versity, Ithaca, N. Y 430, 121 
Boorstein, Edward, economist, Resources for the Future, Inc., Wash- 
ington, D. 89, 147 
Bratt, Dr. Elmer C., head of the department of economics and soci- 
ology, Lehigh U niv ersity, Bethlehem, Pa 47, 62, 1 
Carr, C. Hobart, chairman, department of banking and finance, New 
York Univ ersity 
Colean, Miles L., economist, Washington, D.C____-_-_-_-_------ 353, 289 
Coogan, Thomas P., president, Housing Securities, Inc., New York, 
2 397, 356 
E ion ards, Edward E., professor of finance, Indiana Univ ersity, 
Bloomington, Ind 286, 265 
Fisher, Joseph L., associate director, Resources for the Future, Inc., 
Washington, D.C 89, 147 
Gillogly, David K., graduate fellow in economic research, University 
of Miami, Coral Gables, Fla 75 
Glick, Dr. Paul C., Social Statistics Branch, Population Division, 
Bureau of the Census, Department of Commerce 
Goldsmith, Dr. Selma, Chief, Income Section, National Income Divi- 
sion, Office of Business Economics, Department of Commerce 
Gray, Cornelius R., administrative assistant to the president and 
secretary-treasurer, building and construction trades department, 
AFL-CIO- 5 
Hansen, Kermit H., Administrator, Farmers Home Administration, 
Department of Agriculture..................-.---... ...-. 438, 176, 394 
Hardy, Neal J., director, National Housing Center, Washington, 
D.C 350, 283 
Held, Harry, senior vice president, the Bowery Savings Bank, New 
York, N.Y 383, 338 
Johnson, Ralph J., director, research institute, National Association 
of Home Builders, WwW ashington, D.C 138, 130 
Klaman, Saul B., economist, National Association of Mutual Savings 
Banks, New York, N.Y 
Maisel, Dr. Sherman J., professor of business administration, 
versity of California, Berkeley, Calif 62, 67, 32, 387 
Morgan, James N. , professor, department of economics, University of 
Michigan, Ann Arbor, Mich 21, 59 
Newcomb, Robinson, of Robinson Newcomb Associates, Washing- 
ton, D. é 290, 277 
O'Leary, Dr. James J., director of economic research, Life Insurance 
Association of America, New York, N.Y 215, 209, 235 
Paradiso, Louis, Assistant Director, Office of Business Economics, 
Department Me NNN aie aoc id, Sve di Sik ee. 2,12 
Price, George, president, National Homes Corp., Lafayette, Ind__ 144, 143 


1 Figures in black type are page numbers of papers in appendix. 
Im 





IV CONTENTS 


Statement of—Continued 
Rapkin, Chester, research associate professor, University of Pennsyl”' Page! 
vania, Philadelphia, Pa 375, 324 
Riley, H. EF. ., Chief, Divi ision of Prices and Cost of Living, Depart- 
ment of Labor 
w Ma James W., president, James W. Rouse & Co., Inc., 


Schmidt, Emerson P., director, economic research department, U.S. 
Chamber of Commerce 
Scott, Kenneth L., Director, Agricultural Credit Services, Depart- 
ment of Agriculture 438, 176, 394 
Scott, Robert E., president, R. E. Scott Mortgage Co., Elizabeth, 
N.J 60, 314 
Smith, Dr. E. V., dean, school of agriculture, and director, agricul- 
tural experiment station, Alabama Polytechnic Institute, Auburn, 
1 434, 173 
Smith, Warren L., University of Michigan and Harvard University. 157, 244 
Wehrly, Max S., executive director, Urban Land Institute, Washing- 
ton, D.C 131, 170 
Wheaton, Dr. William L. C., director, Institute for Urban Studies, 
University of Pennsylvania, Philadelphia, BO Pe cog aad ot inhi, 416, 367 
Wood, Ramsay, bureau of business and economic research, University 
of California, Los Angeles, Calif 
Letters, statements, etc., submitted for the record by— 
Appendix: Committee print, study of mortgage credit 
Agriculture Department, Farmers Home Administration, table: Num- 
ber ‘of farm housing loans made and amounts loaned, by fiscal 
years 
American Council on Education, table: Annual payments (combining 
principal amortization and interest) which will discharge a debt 
of $5,000 in selected numbers of years at various interest rates__-_- 
Bratt, Dr. Elmer C., head of the department of economics and soci- 
ology, Lehigh University, Bethlehem, Pa.: 
Table: Increase in households, 1960-70, distributed geographi- 
cally in accordance with the distributed increase in adult 
population 
Census Bureau: 
Table: Total income, 1944-57: Families and unrelated indi- 
viduals in households by total money income, for the United 
States, farm and nonfarm_. 
Table: Vacant dwelling units by condition and status for the 
United States, 1959, 1958, and 1950 
Table: Projections of the number of households in the United 


Table: Projections of the number of households for the United 
States, farm and nonfarm, July 1959 to 1970 
Definitions of Census Bureau terms-_-_---------------- 
Estimated number of households, by type and residence ‘for the 
United States: 19C0-1958 
Table: Household relationship of persons 65-74 years old and 75 
years old and over, by sex, for the United States 
Housing, characteristics of dwelling units: 1956 and 1950 
Commerce Department: 
Chart: Average tamily income after Federal income tax-_---- 
Table 1. Distribution of consumer units and their income by 
family income level, 1947 and 1958 
Table 2. Nonfarm families: Total and average income 
Federal Reserve System: Regulation A____.._...._..------------- 
Gray, Cornelius, R. AFL-CIO: 
Table I. Unemployment rate in construction (by quarters and 
by years, 1954-58) 
Table II. Unemployment rate in construction (by months, 1958) - 
Table III. Average age in selected occupations, 1940, 1950_- 
Table IV. Apprenticeship completion and journeymen losses, 
selected building trades, 1957 
“Ten Commandments’”’ of building trades unions__-.___------- 


! Figures in black type are page numbers of papers in appendix. 





CONTENTS 


Letters, statements, etc.—Continued 
Grove, David L., economist, Bank of America Trust & Savings 
Association, San Francisco, Calif.: 
Statement 
Table: Selected individual savings, residential debt, and 
residential construction 
Home Loan Bank Board: 
Statement 
Tables: 
Estimated mortgage loans outstanding on 1- to 4-family 
nonfarm homes, December 1925-December 1958___- 
Investments of individuals in savings accounts, U.S. 
savings bonds and life insurance reserves, annually -- 
All savings and loan associations: 
Estimates of potential growth 
Major classes of assets 
Mortgage loans made 
Mortgage loans made by purpose of loan 
Number of construction loans made by savings and loan 
associations as compared to nonfarm private housing 
oO a ee 2 a Se ee 
Nonfarm mortgages of $20,000 or less reeorded by 
savings and loan associations compared to total 
Investments of individuals in savings accounts, life in- 
surance reserves, and U.S. savings bonds, and average 
investment per household 
Charts: 
All savings and loan associations: 
Major classes of assets 
Mortgage loans made: 
Annually 
Monthly 
Number of construction loans made by savings and loan 
IEEE LLL LEELA IE COL LLE 
Nonfarm mortgages of $20,000 or less recorded, by 
savings and loan associations compared to total 
Investments of individuals in savings accounts, life 
insurance reserves, and U.S. savings bonds, and aver- 
age investment per household- -------- leeds ikebiloties 
Housing and Home Finance Agency: 
Memorandum: Income concepts, trends, and projections_-_----- 
Table: Proportion of costs of various community facilities borne 
by builders in cities of 50,000 or more 
FHA certified agency program test areas 
Table: FHA certified agency program activity, sections 203 and 
222, during April 1959 and cumulative April 30, 1959__------ 
Table: Statutory and regulatory maximum interest rates under 
FHA home- and project-mortgage insurance programs under 
the National Housing Act, June 27, 1934, to April 1, 1958_-_- 
Chart: Number of nonferm foreclosures, January—September of 
each year 
Table: Estimated nonfarm real estate foreclosures, 1926 to third 
peentes 1958 
FHA, mutuality and the section 203 mortgage insurance program _ 
Table: Selected participation shares, per $1,000 of original 
face amount of mortgage payable from the mutual mort- 
gage insurance fund to eligible mortgagors with insurance 
contracts terminating between January 1, 1959, and June 
ee Aten, 46 chatiahbbihal<endnade <b cons ccnems 
Klaman, Saul B., economist, National Association of Mutual Savings 
Banks, New York, N.Y.: 
Statement 
Tables: 


2. Residential mortgage loan investments of main types of 
POON IPR OU oe AEE aebiuwpscoenennsna= 

3. Relationship of mortgage loans to total assets of main 
types of financial institutions, December 31, 1957 





VI CONTENTS 


Letters, statements, etc.—Continued 
Klaman, Saul B., economist, etc.—Continued 
Tables—Continued 
4. Relationship of mortgage loans to total assets of mis- 
cellaneous types of financial institutions 
Charts: 


Net annual flows of capital funds, 1948-57 
Net annual flows of home mortgage funds by type of 
mortgage, 1948-57 
Interest rates and yields on mortgage loans and other mess 
market securities, quarterly, 1946-57 
Labor Department: Estimated number of new dw elling units started in 
nonfarm areas: 1920-58 
Maisel, Dr. Sherman J., professor of business administration, Uni- 
versity of ¢ eet Berkeley, Calif.: Statement 
Morgan, James N., professor, department of economics, are of 
Michigan, Ann Arbor, Mich.: Statement Bee sho ates ase 
Neel, Samuel E., attorney, Washington, D.C.: Letter to Senator 
Sparkman on Mr. Rouse’s testimony 
Newcomb, Robinson, Washington, D.C.: 
Table: Housing starts__- 
Table: Flow of funds by m: ajor institutions - 
Table: Distribution of conventional financing -- - - - 
O’Leary, Dr. James J., director of economic research, Life Insurance 
Association of America, New York, N.Y.: 
Statement 
Charts: 
Total capital funds available from savings sources, 1947-57 _- 
Capital funds available from principal savings institutions, 
1947-57 


Use of capital funds in the real ‘estate mortgage market, 
1947-57 

Uses of capital funds in corpor: ite financing, 1947-57 

Uses of capital funds in residential mortgages, commercial 


mortgages, and corporate securities, 1947-57 

Uses of funds in Government financing, 1947-57 

Sources of residential mortgage funds, 1947-57 _ _- 

Net uses of funds in selected investments of mutual savings 
banks, 1947-57 __- 

Net uses of funds in selected investments of corporate pen- 
sion funds, 1947-57 -_-__- 

Net uses of funds in selected investments of life insurance 
companies, 1947-57__-- 

Memor: andum: The case for aieemmanaa. determined interest 


"Tables: 
1, Privately financed new nonfarm housing starts 
1945-58 _ - 

2. New commitments of life insurance companies for 
residential mortgages, fourth quarter 1952 to third 
quarter 1958 

New commitments of life insurance companies for 
FHA and VA residential mortgages and corporate 
bonds, fourth quarter 1952 to third quarter 1958 

Net uses of funds in selected investments of life in- 
surance companies, 1947-57 

Net uses of funds in selected investments of mutual 
savings banks, 1947-57 

Uses of capital funds in residential mortgages, com- 
mercial mortgages, and corporate securities, 
1947-57 

Charts: 
Privately financed new nonfarm housing starts, 1945-58_ 
New commitments of life insurance companies for 
residential mortgages, fourth quarter 1952 to third 
quarter 1958 





CONTENTS 


Letters, statements, etc.—Continued 
O’Leary, Dr. James J., etc.—Continued 
Memorandum, etc.—Continued 
Charts—Continued 
New commitments of life insurance companies for FHA 
and VA residential mortgages and corporate bonds, 
fourth quarter 1952 to third quarter 1958 
Net uses of funds in selected investments of life insur- 
ance companies, 1947-57 
Net uses of funds in selected investments of mutual 
savings banks, 1947-57 
Uses of capital funds in residential mortgages, com- 
mercial mortgages and corporate securities, 1947-57 _- 
Rapkin, Chester, research associste professor, University of Pennsyl- 
vania, Philadelphia, Pa.: Statement 
Schmidt, Emerson P., U.S. Chamber of Commerce, table: Housing 
starts with and without Government aid_ -- 
Veterans’ Administration: Maximum interest rates under the VA 
programs - 
Wheaton, William L. C., director, Institute for Urban Studies, 
University of Pennsylvania, Philadelphia, Pa__..-....------.---- 








STUDY OF MORTGAGE CREDIT 


THURSDAY, MAY 14, 1959 
U.S. Senate, 


CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON HovusIne, 
Washington, D.C. 

The subcommittee met, pursuant to call, in room 5302, New Senate 
Office Building, at 10:08 a.m., Senator John J. Sparkman (chairman 
of thesubcommittee) presiding. 

Present : Senators Sparkman and Bush. 

Mr. Sparkman. Let the committee come to order, please. 

I expect other members of the subcommittee to be present shortly, 
but I think we had better get underway. 

May I say that early last fall, I proposed to the members of the 
subcommittee that we undertake a study of problems in private hous- 
ing and mortgage markets to determine whether Federal legislation 
is necessary to help solve these problems, and help prepare for the 
tremendous housing needs that we are going to experience over the 
next decade. 

Subsequently, the general question to be answered by the study 
was expanded into an outline of component topics. These components 
include questions relating to changes in the inventory of households; 
changes in the inventory of dwelling units; relationships between 
family income and housing expense; credit terms; technological 
changes in homebuilding; supplies of land, labor, materials, and 
capital; effects of monetary policies; improvements in existing Fed- 
eral programs, and possible need for new Federal programs; and the 
general problem of housing for farm families. 

Outstanding individuals from the Government, private business, 
and from educational institutions were invited to prepare papers on 
each component topic. These papers were published on December 
22,1958. A copy of the publication, “Study of Mortgage Credit,” is 
before each Senator. It will also appear in the appendix to this rec- 
ord, beginning on page 453. 

This hearing opens the second phase of the study. Beginning this 
morning and continuing on the 15th, 19th, 20th, 21st, 25th, 26th, 28th, 
and 29th of May, the subcommittee will hear and will question the 
authors who are participating in the study. I regret that several of 
the authors will be unable to appear, but we have arranged for other 
competent persons to comment upon the papers of such authors and 
to discuss their papers with the subcommittee. 

Later this year the subcommittee will submit a report upon the re- 
sults of this study. I am hopeful that we can agree upon legislative 
proposals which may be indicated as necessary to improve or supple- 
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ment Federal programs. If such proposals are introduced, they will 
become subjects for regular legislative hearings and consideration in 
the usual way. 

The procedure for the hearings will be flexible. Each witness will 
make a brief statement and will then be available for questions. 
Where witnesses are discussing the same subject, it may be profitable 
to conduct a portion of the hearings as a roundtable discussion among 
the witnesses and members of the subcommittee. On other occasions 
it may be more profitable to use more conventional procedures. In 
and event, I look forward to the information which we hope to ob- 
tain, and on behalf of the subcommittee I wish to thank al) participat- 
ing witnesses. 

This morning we shall be discussing the general subjects of family 
income in relation to housing expenses, and credit terms in relation to 
the demand for housing. On the first subject our witnesses are: 

Dr. Selma F. Goldsmith, Chief of the Income Section of the Na- 
tional Income Division, Office of Business Economics, Department of 
Commerce; Mr. H. E. Riley, Chief of the Division of Prices and Costs 
of Living, Bureau of Labor Statistics, Department of Labor; and Mr. 
James N. Morgan, program director of the Survey Research Center at 
the University of Michigan. ! 

On the second subject, our witnesses are: 

Dr. Charles Abrams, visiting professor at the Massachusettts Insti- 
tue of Technology; Mr. L. Durward Badgley, director of real estate 
and mortgage research of the Mutual Life Insurance Co. of New 
York; and Mr. Ramsay Wood of the Bureau of Business and Eco- 
nomic Research at the University of California. 

Our first witness is Dr. Selma F. Goldsmith, who will discuss for 
us family income and buying power. Her comments will be based 
upon the paper which begins on page 12 of the Study. 

Dr. Goldsmith, if you will come around and take the witness chair, 
we shall appreciate 1t; and anyone you wish to accompany you. 

Dr. GotpsmirH. Mr. Louis Paradiso, Assistant Director of Office of 
Business Economics, is with me. ~ 

Senator SparKMAN. We are glad to have you with us, Mr. Paradiso, 
and now Mrs. Goldsmith, you proceed in your own way., We are de- 
lighted that you were able to come and help us further. You treat the 
subject as you see fit. 


STATEMENTS OF DR. SELMA GOLDSMITH, CHIEF, INCOME SECTION, 
NATIONALE INCOME DIVISION, OFFICE OF BUSINESS ECONOMICS; 
AND LOUIS PARADISO, ASSISTANT DIRECTOR, OFFICE OF BUSI- 
NESS ECONOMICS, DEPARTMENT OF COMMERCE 


Dr. Gotpsmirn. As part of its work on national income, the Office 
of Business Economics has developed estimates of the annual flow of 
personal income to families, and of the number of families in various 
income brackets. By showing how the Nation’s purchasing power is 
distributed according to size of family income, these data focus on & 
factor that is a major determinant of consumer demand. 

In 1958, the total flow of family personal income was $338 billions 
This total was distributed among 5414 million consumer units, includ- 
ing 4414 million families (that is to say, groups of two or more per- 
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sons related by blood, marriage, or adoption) and 10 million unat- 
tached individuals (that is, persons not living with relatives). The 
average (mean) personal income per family and unattached individ- 
ual in 1958, obtained by dividing total family personal income by the 
total number of consumer units, was about $6,200. More than two- 
fifths of the consumer units had personal incomes between $4,000 and 
$8,000, another 22 percent received more than $8,000, and the remain- 
ing 36 percent had less than $4,000. The average (median) income 
was apetosoneeet $5,050; half of the families and unattached indi- 


viduals received personal incomes below and half had incomes above 
this amount. 


POSTWAR RISE OF AVERAGE FAMILY INCOME 


Over the past decade the average (mean) income of families and 
unattached individuals in this country rose by more than $2,000, from 
approximately $4,100 in 1947, to $6,200 last year. This represented 
an increase of just over 50 percent. 

Part of this advance reflected the upward movement of prices dur- 
ing the postwar period. But there also occurred a substantial in- 
crease in real family purchasing power. This can be measured by 
expressing all incomes in terms of 1958 prices and, at the same time, 
taking family income after Federal income taxes have been deducted. 

The postwar rise in average aftertax family income is illustrated in 
the accompanying chart A. The heavy lower line in the chart shows 
average aftertax incomes expressed in current dollars of each year, 
and the light upper line shows these averages after they have been 
adjusted to eliminate the effect of price changes, by expressing all in- 
comes in terms of 1958 prices. 

Except for 1949, 1954, and 1958, real purchasing power per family 
rose in each postwar year. Its rate of growth averaged 134 percent 
per year over the 1947-57 period as a whole. This compared with an 
average annual growth rate of about 114 percent for the three decades 
since 1929. 

In terms of dollar amounts, the postwar rise in average real family 
purchasing power, expressed in 1958 prices, has totaled $850 over 
the 11-year period since 1947. This represented an average annual 
increase of almost $80 per year. 
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Average Family Income After 
Federal Income Tax 


Dollars 
6,000 | 


i BR kk ee 
1947 53 55 57 59 


U. $. Department of Commerce, Office of Business Economics 


UPWARD SHIFT OF FAMILIES ON THE INCOME SCALE 


The rise in average family income during the postwar decade that is 
illustrated in the chart was reflected in a marked upward shift of 
families along the income scale. This is illustrated in the accom- 
panying table 1, which compares the income distributions in 1947 and 
1958, in terms of both current and constant (1958) dollars. 
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TABLE 1.—Distribution of consumer units and their income by family income 
level, 1947 and 1958 


ean IEEEER Gene 


Number of families and unattached Percent distribution 
individuals (millions) 


Family personal income 
(before income taxes) 1947 1947 


In 1947 In 1958 In 1947 In 1958 
dollars dollars dollars dollars 


PeEeoeyn 
aKwonara 
m potas 
me ODWOONS 


= 
w 
ar 
~ 
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The table shows a broad shift of families from the current-dollar 
income range below $4,000 to higher income brackets. 

Families with current-dollar incomes above $4,000 more vhan 
doubled in number between 1947 and 1958. This change reflects ex- 
pansion in economic activity, the rise in prices, and the increase in the 
total number of households in the United States. In 1947 there were 
some 1614 million consumer units in the range above $4,000; their 
number increased to 3414 million last year. In contrast, units with 
incomes below $4,000 declined from 28 million in 1947 to under 20 
million in 1958. In percentage terms, families and unattached indi- 
viduals with incomes above $4,000 accounted for 37 percent of the 
total number in 1947 and 64 percent in 1958. 

Of particular interest is the shift in the modal, or most common, 

family income. This modal range moved from the $3,000- to $3,500- 
income bracket in 1947 to high in the $4,000 to $4,500 bracket in 1958. 

A large part of the shift of families to higher income brackets re- 
flected the influence of prices. When allowance is made to eliminate 
this factor, there nevertheless remains a sizable upward shift of 
families along the real income scale, although less than in the current- 
dollar figures. 

The number of consumer units with real (1958 dollar) incomes over 
$4,000 increased from 24 million in 1947 to 8414 million last year, as 
shown in table 1. The number with incomes under $4,000 decreased 
from almost 21 million to less than 20 million. 

_ In 1947, these 21 million consumer units with real (1958 dollar) 
incomes under $4,000 represented about one-half of the total number 
of families and unattached individuals in the country; in 1958 the 
20 million in that range represented less than three-eighths of the total. 
It must be remembered that the total number of families and unat- 
tached individuals in the country has increased by 10 million over 


the postwar period—from 4414 million in 1947 to 5414 million last 
year. 





STUDY OF MORTGAGE CREDIT 


POSTWAR STABILITY IN RELATIVE INCOME DISTRIBUTION 


The shift of families up the absolute income scale in the decade after 
1947 involved little change in the relative distribution of income. To 
measure this, families in each year have been ranked by size of their 
income and divided into five groups of equal number. The percentage 
share of total income received by each group, and by the top 5 per- 
cent of consumers, has been computed for 1947 and for more recent 
years. * ~* 

The most striking feature revealed by this computation is the sta- 
bility in income shares which it displays. In spite of the marked 
upward shift of consumer units on the absolute income scale, that has 
reflected both real growth and rising prices, and in spite of all the 
other changes that have occurred in the American economy during 
the postwar years, the relative share of each of the various broad 
income groups in the total consumer market was much the same in 
recent years as it had been in 1947. 

This stability of relative income distribution in the postwar period 
contrasts with the experience over the three decades since 1929. While 
precise measurement for earlier years is not possible, the available 
data indicate that the dispersion of family incomes has been smaller 
in recent years than in 1929. 

A large part of the post-1929 reduction in income dispersion ap- 
pears to have reflected two factors: First, a decrease since the pre- 
war period in the relative importance in the income total of types of 
income—such as dividends—which accrue in large proportions to the 
upper income groups; and second, a reduction in dispersion within 
major income types, particularly wages and salaries. 


FAMILY INCOME DURING THE NEXT DECADE 


Estimates of the future growth of family incomes can be derived 
on the assumption ‘that certain past trends and relationships will 
extend into the next decade. While such projections are believed to 
represent a reasonable portrayal of income growth, they should not 
be regarded as forecasts or predictions nor as precise figures applica- 
ble to particular years. They should be taken instead as orders of 
magnitudes that could be expected to prevail under conditions of gen- 
erally full employment based on the extension of past trends. 

Table 2 shows estimates of the total and average personal income of 
nonfarm families in 1960, 1965, and 1970. The estimates are presented 
in terms of 1958 dollars; they differ, therefore, from those we pre- 
pared for you, in terms of 1957 dollars, some months ago. 


TaBLe 2.—Nonfarm families: Total and average income* 


Total family Average (mean) family 
personal Number of personal income 
income of nonfarm 
nonfarm ~ families 
families (millions) 
(billions of 1958 dollars 
1958 dollars) 


a aia atacand cca iactac a eran intent een 
1 Projections of total income have been rounded to nearest $5 billion, and those of average income to 
nearest $100. 





STUDY OF MORTGAGE CREDIT 7 


To summarize this table, the projection of average personal income 
for nonfarm families for 1960 is $7,800, as compared with a 1956 
figure of $7,360 in terms of 1958 prices. In 1956 the figure is estimated 
at $8,600, and for 1970 at $9,500. 

The basic assumption on which these estimates are based is that the 
forces which have served to expand our national economy in the past 
will continue to exert a similar influence in the future. Over the last 
50 years the real gross national product has increased at an average 
annual rate of 3 percent, and the estimates imply that about this same 
rate of growth will prevail in the future. 

After having projected the gross national product, the next step 
was to derive estimates of total personal income for each of the 3 years. 
This was done by extrapolating historical relationships between com- 
ponents of real personal income and gross national product. The 
national projected totals of personal income obtained in this way were 
found to coincide closely with estimates derived directly on the basis 
of a relationship between total personal income and total gross na- 
tional product, and to accord also with long-term trends of per capita 
and per employee income. 

The final step was to estimate how much of the projected totals of 
personal income would accrue to nonfarm families. These estimates 
were derived on the assumption that the same rate of growth in aver- 
age (mean) family personal income would apply to all three major 
groups of consumer units for which distributions by size of personal 
imcome have been prepared by the Office of Business Economics, 
namely, to farm operator families, nonfarm families, and unattached 
individuals, Total personal income of nonfarm families was derived 
by multiplying the estimated average income of the group by the pro- 
jected number of nonfarm families. The latter was based on Census 
Bureau projections of the number of families (series B). 

Senator SparKMAN. Dr. Goldsmith, that is a very interesting paper 
and one that has great deal in it. In fact, I think I will have to study 
it before I reach a full understanding of it. Your tables are most 
interesting. : 

Let me question you regarding table 2. Would it be too difficult 
or do you have figures that would enable you to give us a distribution 
by income levels as you did in table 1? ; 

Dr. GotpsmirH. May I ask Mr. Paradiso to take up the question 
at this point and then I can come back in at any point that is con- 
venient ¢ 

Mr. Parapiso. Mr. Chairman, we haven’t prepared such a table 
showing the distribution of the projected income by size classes of 
family income. The reason for not having this, I think, is primarily 
because we have to make certain assumptions with respect to the na- 
ture of the future distribution. These assumptions I don’t think are 
really very clear cut. 

There are any number of assumptions that can be made. For ex- 
ample, during the postwar period the relative distribution of income 
has been fairly stable; in fact, it has been stable since 1944. The ques- 
tion, then, is for the next 10 years would you expect a similar stable 
paribaion, or would you expect some shift, perhaps, in this distri- 
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All I can say at this point is that if we can get some agreement with 
respect to the nature of the assumption on the relative distribution, 
we will be very glad to make up such a table for you, Mr. Chairman. 

Senator SparKMAN. May I ask you this question, Mr. Paradiso, 
whether you can make just a generalized statement? We would not 
hold you to any high degree of accuracy. If you had to project in 
your own thinking what would happen over the next 10 years as to 
the distribution, would it be your opinion that it would remain fairly 
stable?* ~ 

Mr. Parapiso. It would not. 

Senator SparKMAN. It would not? 

Mr. Parapiso. It would not. 

Senator SparKMAN. There would be changes? 

Mr. Parapiso. My opinion would be that there would be some grad- 
ual change. 

Senator SparKMAN. In what way? 

Mr. Parapiso. Toward a somewhat greater equalization. In other 
words, the lower fifth—— 

Senator SparKMAN. Would the lower fifth go up? 

Mr. Parapiso. It would go up, and the upper dfth would go down 
some. However, the process, I think, would be extremely gradual. 
We have some very rough indications of this movement by looking at 
the 1929 distribution in relation to the postwar distribution. There 
appears to have been some shift over this period, but as you know, Mr. 
Chairman, in this area the data aren’t so precise that we can say this 
is the way the distribution has shifted. My feeling—and this is a per- 
sonal one—is that I think there would be some gradual shift so that 
if you were to compare the 1959 distribution, say, with 10 years from 
now, I think you might see some shift. 

The reason for it, I believe, is basically that the economy requires 
constantly increasing skills to conduct our industrial operations. This 
will result in somewhat higher relative scales of pay. Secondly, it 
seems to me that the system of social security payments tends to lift 
the relative positions of the lower-income groups. And, third—and I 
am mentioning just a few here—I think the raising of the minimum 
wage would act in that direction, too. So on the basis of slow trends 
which may be evolving, I would expect some gradual shift in the rela- 
tive income distribution. 

Senator SparKMAN. Would you refer to the chart on page 19 of the 
publication, Study of Mortgage Credit, printed in the appendix to 
this record? There you show rather graphically the flattening of the 
curve as between 1947 and 1957. Do you intend to say that over the 
next decade it. would be your opinion that the 1957 curve would flat- 
ten out also? 

Dr. Gotpsmitu. May I speak to the question ? 

Senator SpaRKMAN. Yes. 

Dr. Gotpsmirn. The flattening of the curve that you noticed was - 
not accompanied by a shift in relative distribution. 

If you will turn, please, to page 30 of the study, table 14 shows the 
shares of successive fifths of consumer units ranked by income. This 
table is the counterpart of the chart you were looking at, expr 
in a different fashion. You will notice that the shares of the fifths re- 
main what I would call stable. The variations shown are minor and 
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may reflect only statistical errors. Generally speaking, you find a 
stability in relative income distribution for the postwar period. 

Senator Sparkman. Yes. And now, Mr. Paradiso, going back to 
your statement, do you believe there would be a shifting in those 
relative figures ? 

Mr. Paraptso. This was what I meant to imply. We haven’t seen 
any statistical evidence in the postwar years of any significant changes 
in these relative proportions. Nevertheless, if we examine 1929, a 
high employment year, and granting that perhaps these data for 
1929 are not too precise, there is a suggestion of a shift, comparing 
1929 with the 1944 and postwar distributions. 

Let me give an example. In 1929, the lowest two-fifths of the con- 
sumer units had 13 percent of the total income. In 1947 this was up 
to 16 percent, as you saw in the table on page 30 of the study. Thus, 
there is an indicated shift from 13 percent of the aggregate income in 
1929 to 16 percent in 1947. This is a significant shift, provided you 
take for granted that the 13 percent figure is all right. I mean, there 
is some question about the reliability of the data for 1929. 

Take the upper group. The top fifth in 1929 had 54 percent of the 
total income, and in 1947 this went down to 45 percent. This, to me, 
does suggest the probability of a long-term shift in these relative in- 
come distribution proportions. 

Senator SparKMAN. Of course, between 1929 and 1947 we had a 
couple of things happen—more than that, as a matter of fact. Wehad 
the terrible depression in that time which I should think served as 
pretty much of a wringer-out and to some extent a leveler. Then, of 
course, there came all of these different programs, social security, 
which you mentioned, and other programs that perhaps helped to 
boost the lower level. Then, of course, there was the effect of the 
war; I don’t know just how that could be measured. But those things 
occurred in those 2 decades. 

Mr. Parapiso. Yes, sir. 

Senator SparkMAN. It seems to me that we might reasonably ex- 
pect that we shall not have those things with us in the next decade. 

There are a great many things I would like to ask you, but we are 
going to have to move pretty fast. However, I do want to ask you 
one thing with reference to your tables 1 and 2. In table 2 you have 
column which refers to nonfarm families. How about table 1? Do 
these relate to all families across the board ? 

Dr. Gotpsmiru. They do. 

Senator Sparkman. And they are not separated as between farm 
and nonfarm ? 

Dr. Gotpsmira. We have such figures for nonfarm families, too. 
It so happens we have not converted the 1947 distribution for non- 
farm families into 1958 prices, though that can be done. That is why 
we presented table 1 in terms of all consumers, even though I know 
that your committee wants to give major attention to nonfarm 
families. 

Senator SparKMAN. You say “major.” I am glad you used the 
word “major.” Onecomplaint I have is that we get so little done with 
reference to farm homes. Certainly they are an important part of the 
economy of our country. We spend hundreds of millions and even 
billions cleaning up slums in the city and pay very little attention, 
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if any at all, to slums in farm areas. I may say, as a matter of fact, 
I feel a little sensitive every time I see this distinction made between 
farm and nonfarm homes. Even statistics of home construction, are 
confined to “nonfarm homes.” I don’t see why farm homes shouldn’t 
be included. I would like to see us get away from this idea that they 
need to be separated. I think this committee must give more atten- 
tion, and I think our Government must give more attention, to farm 
homes. I would like to see the time come when that distinction is 
completely obliterated. 

I am not saying that in any critical sense, but I noticed you put 
the word “major” in there, and I am glad you gave it at least that 
much consideration. 

Are you familiar with the study that the subcommittee made under 
my chairmanship about 10 years ago on low-income families and low- 
income farm families in the United States? 

Dr. GotpsmirH. Yes, sir. 

Senator Sparkman. Ofthand, I cannot recall the number we found 
then with incomes under $2,000, but I gather from your statement 
there has been a considerable shift since that time. Is that right? 

Dr. Gotpsmirn. That is true, though there still remain substantial 
numbers under $2,000. 

Senator Sparkman. I noticed that, too, and I noticed in the num- 
bers that have shifted in the $4,000 and up group, you had substantial 
increase. The number of consumer units with real income (1958 
dollars) over $4,000 increased by 1014 million from 1947 to 1959. 
The number with incomes under $4,000 decreased only 1 million dur- 
ing that time. And further down, you point out the fact that there 
was an increase of 10 million consumer units, so we are just about 
keeping up with the increase and probably not reducing much the 
number of units with low incomes. Is that right? 

Dr. Gotpsmitu. That is right. The average income of farm-oper- 
ator families has not kept pace at all in this particular decade with 
the nonfarm increase, partly because 1947, the takeoff year of these 
tables, was a year of relatively high farm income. 

Senator SparkMAn. The figure you use here represents all families, 
both farm and nonfarm ¢ 

Dr. GotpsmirH. That is right, in table 1. 

Senator SparKMAN. In the paragraph I just read. 

Dr. GotpsmirH. That is right. However, our office has developed 
separate income series for the farm and nonfarm groups simply be- 
cause the economic problems are such that it is a very important dis- 
tinction. We would like to have other breakdowns of the population. 

Senator Sparkman. I think it is very interesting, but if I hold to 
my thesis, it seems to me that this is a more significant figure, would 
you not think so? 

Dr. GotpsmirH. Yes. 


Senator Sparkman. I have just been given some income figures for: 


farm and nonfarm families for the years 1944 to 1957. In 1957 the 
median income was $2,495 for rural farm families which compares 
with $5,232 for nonfarm families. I understand that these data are 
published by the Bureau of the Census. This table will be inserted 
in the record at this point. 


: Families and unrelated individuals in households by total money income, for the United States, farm and nonfarm 


Total income, 1 


The small number of families and individuals 


» historical compariscns. 


{The figures in this table are limited to families and individuals living in dwelling 
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Senator Sparkman. You give the median income of an American 
family in 1958 as $5,000, is that right ? 

Dr. GotpsmitH. Thatisright. That isa little over 

Senator Sparkman. A little over; $5,010, is it not? 

Dr. GotpsmitH. It is $5,050. 

Senator SparKMAN. Yes, $5,050. Are you familiar with the in- 
crease in cost of housing over that same period of time? 

Dr. Gotpsmiru. No, I can’t tell you that I know those figures off- 
hand. ~. ~ 

Senator SparKMAN. You could not tell me, then, whether or not the 
growth of income levels has been such as to keep pace with the growth 
in the cost of housing to American families ? 

Dr. GotpsmirH. I think that should be addressed to the people who 
will follow me. 

Senator SparKMAN. I was going to ask it of everyone until we get 
some figures. I think that would be most interesting, but I am not 
going to belabor the point here. You may or may not be familiar 
with the fact that it is considered to be true that a family can afford 
a house equal to two and a half times its annual income. 

I am told that the next witness will handle that, but I should like 
to ask some questions about it now. You realize with $5,050 being the 
median income, it means the median family can afford a house costing 
no more than $12,500. There are not many houses at that price. Ido 
not know the median price of new houses last year, but I believe it 
was about $15,500. So you can see the gap that we are having to con- 
tend with. 

That is just a gratuitous statement on my part. However, I think 
it is a significant statement in connection with our study of these pro- 
jected programs. 

Senator Bush. 

Senator Busn. Mrs. Goldsmith, in your statement you say, “The 
basic assumption on which these estimates are based is that the forces 
which have served to expand our national economy in the past will 
continue to exert a similar influence in the future.” What forces did 
you have in mind. I am specifically interested in whether your calcu- 
lations for the future take into account any measure of inflation. 

Dr. GotpsmirH. These projections are in terms of constant 1958 
prices. 

Mr. Parapiso. May I speak to that, Senator? 

Senator Busu. Yes. 

Mr. Parapiso. We had in mind essentially the basic forces in our 
economy that have produced our increasing standard of living such as 
our increase in technology, know-how, our greater industrial skills, our 
managements becoming much more efficient in all of their operations, 
the amount of money which is being spent on research and develop- 
ment and resulting continually in new products, and, particularly the 
forces that have produced a much larger capital and equipment in our ° 
economy with the result that we have gone into mass production of 
goods. These are simply the basic forces that have produced in our 
country an average increase in our gross national product or total out- 
put of goods and services at a rate of 3 percent per year over the 
longer term. 

Each time we have had recessions and depressions and setbacks, 
nevertheless, because of these very fundamental forces of growth, 
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the economy has bounced back to this long-term trend of 3 percent 
per year historically. And, of course, these forces have been in the 
setting of the kind of a representative Government we have with 
opportunities and freedom of enterprise. These are the basic forces 
that have propelled us to the higher and higher rates of standard of 
living. ‘Thisis what we have in mind. 

Senator Bus. You have taken into account there, I suppose, that 
the population is going to increase substantially. 

Mr. Parapise. Very Aefinitely we have taken that into account in 
making these projections. We have made various assumptions with 
regard to population growth pretty much in line with those set forth 
by the Bureau of the Census, and from those estimates we have pro- 
jected the labor force. Then, using the labor force projections, we 

ave assumed an average increase in efficiency of production per em- 
ployee, based on this past experience which has come about through 
the forces I have just described. So these projections tie into our 
estimates of population, labor force and the know-how and produc- 
tivity of our economy as experienced in the past. 

Senator Busu. One of the things causing some disturbance in many 
people’s minds is the constantly rising cost of production in this 
country and the disadvantageous position which we find ourselves 
increasingly in, vis-a-vis other countries in the free world, both in 
the East and in the West. This resulted last year in a decline in our 
exports of some $314 billion and a slight increase in imports because 
of the favorable prices available. I think it is a matter for very 
serious consideration as to how long we can go ahead increasing our 
costs and still maintain a competitive position pretty much across the 
board. We have lost our competitive position in some lines already, 
and this is one of the things that concerns me very much indeed. I 
know it concerns a good many other people. 

I wondered whether you had given any thought, Mrs. Goldsmith, to 
that factor in preparing these figures showing this very attractive 
increase in income in constant dollars. This isthe most optimistic and 
encouraging thing I have seen. I just hope that we can rely on it, 
and I say that in all sincerity. But you see my point ? 

We are worried about increasing imports and the relatively dis- 
advantageous cost. position that we seem to have gotten ourselves 
into. I wonder whether either of you, or both, would like to comment 
on that point. 

Mr. Parapiso. I certainly share your view with regard to the 
seriousness of this situation with respect to our increasing costs and 
loss of our position. But with respect to these particular data, we 
had to abstract from price increases. In other words, we don’t want 
to put ourselves in the position of saying prices are going to be 1 per- 
cent more next year and 2 percent more the year after. In order for 
these data to have any significance whatsoever, we had to put them in 
some kind of constant dollars, and we have used 1958 as the basis of 
the dollars. So the projections are given in those dollars. 

However, this does not imply that prices are going to be the same 
as they were in 1958. I think, as you pointed out, this is a real prob- 
lem we have to be very much concerned with, the problem of a possible 
inflation in our economy year after year with consequent possible 
deterioration of our position in terms of the rest of the world. 
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I have no other comment to make except to address myself to the 
fact that the data here are expressed in constant dollars, and that is 
the only way they have meaning. 

Senator Busu. That is a clear statement. You said these data are 
stated in constant dollars. But does the presentation of these figures 
take into account the effect of increasing competition with the free 
world ? 

Let us say the force of increasing competition from greater im- 
ports, possibly because of our high costs, with no apparent indica- 
tion that they are going to come down or be checked, is responsible for 
a decline in our export business, which may continue. In other words, 
I think a pretty good case can be made that our export business, 
which was about $20 billion, and now stands at around $17 billion 
is a volume of production that comes on top of the rest of our produc- 
tion. In that volume,.according to most manufacturers and pro- 
ducers, they get the full margin of profit, so to speak—it is the icing on 
the cake—the best business they have because it is on top of the rest. 
So that any substantial interference with that, or decline, is more 
serious in truth than just measured by the relationship of $3 billion 
to a gross national product of $450 or $475 billion. What is that 
figure ? 

Mr. Paranpiso. It is $465 billion, on that level. 

Senator Bus. We will use that, $465 billion. What I am really 
trying to get at is whether or not you people are thinking about those 
things in making up these attractive figures. I think it would be 
awfully hard to do, and I do not blame you if you are not. But I 
am curious to know whether you can weigh factors like that, whether 
you attempt to weigh them. 

Mr. Parapiso. May I answer it this way ? 

Senator Busn. Yes. 

Mr. Parapiso. Our procedures are pretty much carried through on 
an overall basis. In other words, we do not attempt to get into de- 
tails of the markets. They are pretty much based on looking over 
the entire population, entire GNP, entire general economy. 

Senator Besx. Will you yield there just for a question ? 

Mr. Parapiso. Yes. 

Senator Busn. They are pretty much what has happened in the 
ast? When you are forecasting for the next year, it is pretty much 
ased on what has happened historically ? 

Mr. Parapiso. Exactly, and the trends which have developed in the 
past. Let us take it this way: If our export position has deteriorated 
in the past, implicitly in these projections there is the extrapolation 
of that kind of a trend. So to the extent that we have gained or lost 
position in any large, measurable area, our projections do take that 
into account. 

Senator Busn. Let me ask you again to stop right there. That be- 
ing the case, one must assume that your projections for 10 years | 
ahead indicate a constant increase in our export business; because 
that is what we have had in the last 10 years. But that tide seems to 
have turned, and that is one of the things that bothers some of us 
very much indeed. I gather in making your projections you take 
into account the increased population, but that good, old 3 percent 
average factor is just going to continue, willy-nilly, so to speak, 
despite the fact some of these factors appear to be in danger. 
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Do I make my question clear ? 

Mr. Parapiso. Yes, you have made the question perfectly clear, 
but what has happened in the past has been that if certain sectors have 
slowed down or turned around there always have been other sectors 
that have been offset, so that on the balance we have had historically 
in the past this average of 3 percent per year. 

Also, another point I should like to make is that these projections 
are based essentially on long-term trends. They abstract from what 
might happen over a short period, maybe 1 year and 2 years and 3 
years. If we are losing, I hope that somehow we are going to remedy 
the situation. I don’t know whether this is a temporary phenomenon. 

We lost some of our exports because of the situation due to the 
Suez crisis, and we have had some decline in exports on that account. 
That was temporary. But the point is that we have to continue on 
the basis of long-range trends and that there are offsets that have re- 
sulted in this 3 percent GNP rise over the entire period. 

Senator Busu. Thank you very much, and thank both of you very 
much for a very interesting presentation. 

The staff reminds me of several concepts of family income that are 
in current use in the Federal Government. To give some understand- 
ing of this I shall enter into the record a memorandum from the 
Housing and Home Finance Agency on this subject prepared by Mr. 
E. Everett Ashley 3d and Arthur Gernand for this subcommittee. 
(The memorandum referred to follows:) 


STATEMENT OF INCOME CONCEPTS, TRENDS, AND PROJECTIONS * 





A. Introduction 


There are currently available to those interested in income data three dif- 
ferent time series. The first of these is the so-called Census series compiled 
by the Bureau of the Census, Department of Commerce. The second series, 
generally referred to as the Commerce series is put together by the National 
Tucome Division, Office of Business Economics, Department of Commerce. The 
third series known as the FRB or Federal Reserve series is developed for the 
Board of Governors, Federal Reserve System by the Survey Research Center, 
University of Michigan. 

For those interested in the study of housing and income the question naturally 
arises as to whether the three series may be used interchangeably for housing 
analysis purposes or whether any particular series is better suited for such 
uses. To help analysts arrive at an answer to this question, this paper proposes 
to consider: (1) The principal conceptual differences between the three series; 
(2) the purposes for which the several series are compiled; (3) the procedures 
used for collecting and processing the data; (4) the nature of the end product; 
and (5) the statistical reliability of the figures. With this background in hand, 
it will then be possible to proceed with the final section of the paper which 
deals with the usefulness of the various series in housing analyses. 


B. Concepts of income 


1. Bureau of the Census——(a) Income includes money received such as 
wages, salary, interest, dividends, veterans’ allowances, pensions, rents, net 
income from self-employment, ete., but exclusive of capital gains. 

(b) These data relate to gross income before deductions for personal income 
taxes, social security, or any payroll deductions for savings bonds. 

(c) The universe covered by Census surveys includes all persons living in 
dwelling units. This means that persons living in institutions are not included, 
hor are personnel living on military reservations, unless they live in households. 
Persons living in quasi-households, such as hotels and large rooming houses, on 


——— 





*This statement was submitted by the Office of the Administrator, Housing and Home 
nance Agency, where it was prepared by E. Everett Ashley 3d, Director, Statistical 
Ports and Development Branch, and Arthur Gernand, housing statistician. 
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the other hand, are included. Tabulations are prepared separately for families, 
unrelated individuals, and persons comprising the first two groups. A family 
is defined as a group of two or more persons related by blood, marriage, or 
adoption, and residing together. Unrelated individuals are individuals living 
alone or with another person or in a family group, but not related to such 
persons or group. 

2. National Income Division, Office of Business Economics, Department of 
Commerce.—(a) Income includes the same money items received as does the 
Bureau of the Census concept, i.e., wages, salary, interest, dividend, veterans’ 
allowances, pensions, rents, net income from self-employment, etc. In addition, 
however,-it also includes nonmoney items of income such as wages in kind, the 
value of food and fuel produced and consumed on farms, the net imputed rental 
value of owner-occupied homes, and imputed interest (or the value of services of 
banks and other financial institutions rendered to individuals without a specific 
charge). 

(bd) As in the case of the Bureau of the Census, the Commerce series repre- 
sents income before deductions for income taxes, social security, etc., although 
it also presents some data showing income after deductions for Federal income 
taxes. 

(c) The coverage of the Commerce series is identical with that of the Census, 
as are also the definitions of family and unrelated individuals (termed “unat- 
tached individuals” by Commerce). Income data are presented separately for 
families and unattached individuals. 

3. Board of Governors, Federal Reserve System.—(a) Like the Bureau of 
the Census series, the income series compiled by the Board of Governors, Fed- 
eral Reserve System, hereafter referred to-as the Federal Reserve Board, re- 
lates to money income only and does not include nonmoney income. 

(b) In common with both other series, the Federal Reserve Board income 
data represents income before income taxes, social security, or payroll de 
ductions. 

(c) The universe surveyed by the Federal Reserve Board includes the popu- 
lation living in private dwelling units. Excluded, therefore, are all families 
and persons living in institutions, on military reservations, and in hotels and 
large rooming houses. Most of the Federal Reserve Board material is presented 
for what it calls spending units, although some data are also presented for 
family units as defined by the Census. A spending unit is defined as all persons 
living in the same dwelling and related by blood, marriage, or adoption who 
pool their incomes to meet their major expenses. 


C. Comparison of concepts 


A study of the concepts or definitions of income presented by part I above 
shows that with respect to what constitutes income, the Bureau of the Census 
and the Federal Reserve both approach the problem in the same way. That is, 
both deal with only money income before taxes or payroll deductions. The De- 
partment of Commerce stands alone in including nonmoney income in its figures, 
although it too deals in gross income before taxes or payroll deductions. How- 
ever, as indicated above, it also presents some data on income after deductions 
for Federal income taxes. 

With respect to the way in which the data are broken down by type of re- 
cipients, however, it is the Bureau of the Census and the Commerce Depart- 
ment which stand together, both showing income data for families and unre- 
lated individuals, identically defined. The Federal Reserve Board, on the other 
hand, reiates its distributions to spending units, and bases its survey on a some- 
what more restricted universe. 


D. Statistical and methodological differences 


1. Purpose of the several series.—Basic to an understanding of the differences 
between the series of the Census, Commerce, and the Federal Reserve Board 


is consideration of the different purposes they are designed tq serve. The Census . 


income data resulting from the surveys are essentially part of the Census’ de 
scription of the population. If we ask: what is the American population like 
as of some moment in time, the answer can be given in terms of distributions 
of its age, its skills, its type of employment, its family relations, to mention 
only a few—and its income. Consequently the Census surveys show the dis- 
tribution of the population by income levels. They are not designed to produce 
national aggregates and no such aggregates are published by the Census. The 
Department of Commerce, on the other hand, is interested primarily in na- 
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tional aggregates—gross national product, national income, personal income, 
disposable income, savings, and so on—aggregates that can be used in building 
up the national accounts. This explains the inclusion of items omitted by Cen- 
sus, @.g., nonmoney income and income of inmates of institutions, since the ag- 
gregates used for national accounting should have no omissions. The distribu- 
tion of the national aggregate by income levels is a byproduct of the primary 
interest’ referred to. In the case of the Federal Reserve Board data, the sur- 
veys are designed to extend our knowledge of the economic position and atti- 
tudes of consumers in the United States. As a financial institution the Federal 
Reserve Board is not interested primarily in describing the characteristics of 
the population (as Census) nor in building up aggregates for the national ac- 
counts (as Commerce), but rather in finding out more about consumers’ ‘current 
financial status, their recent spending and saving behavior, their attitudes to- 
ward their own financial situation and prospects as well as those of the country 
as a whole and their spending and saving plans for the near future.” 

2. Method of collecting data——The Census obtains data on income by means of 
a house-to-house sample survey. This survey is conducted annually, usually in 
April, in connection with the monthly Current Population Survey. Since January 
1954, the sample for this survey has included 230 sample areas, comprising 453 
counties and independent cities in 47 States and the District of Columbia. Data 
were obtained on income from approximately 14,000 households in April 1954 and 
1955. Excluded from the survey because they are not in households were mem- 
bers of the Armed Forces living on post in barracks and the like, and the institu- 
tional population. Also excluded was the income during the previous year or 
fraction thereof of persons who had died or moved away prior to the date of the 
survey. 

Information is obtained by asking questions of a member of the family, usually 
the wife of the head. Sometimes she does not know the exact income of each of 
the persons in the household, sometimes she forgets minor items, or irregular 
sources of income, and occasionally, it is also possible, she deliberately under- 
states the family income. The result of this is that the total aggregate income 
that can be derived from the household surveys is understated. However, this 
understatement has been very stable. It is estimated that over the past few 
years the Census data have represented about 85 percent of the total money 
income aggregate of households, and 92 percent of the comparable wage and 
salary aggregate. 

The Federal Reserve Board obtains its data also by means of a household 
sample survey. The 1956 survey was conducted in January and February in the 
12 largest metropolitan areas and 54 other sampling areas. About 3,000 inter- 
views took place. The Federal Reserve Board excludes from the survey members 
of the Armed Forces living at military reservations, residents in institutions, and 
residents of hotels and large boarding houses. Information is obtained by inter- 
viewing each spending unit—that is, all the persons living in the same dwelling 
and related by blood, marriage, or adoption who pool their incomes to meet their 
major expenses. The spending unit is believed by the Federal Reserve Board to 
be superior to the family or household as an interview unit, because respondents 
are asked only about financial arrangements in which they participate. More- 
over, considerable efforts is made to interview the head of the spending unit, since 
he is most familiar with financial arrangements. About 85 percent of respondents 
are heads of spending units. The interview itself is fairly lengthly and is 
designed to bring out detailed information on consumer finances. Despite these 
characteristics of the survey there is believed to be some underreporting of in- 
come for reasons similar to those mentioned above in discussing the Census sur- 
vey. However, the percentage of the total reported appears to fluctuate a bit 
from year to year, so that the data would not serve well to estimate year-to-year 
changes in the aggregate. However, since the survey was not designed to measure 
such year-to-year changes, this fact may not be important. The character and 
extent of the detail provided on income is indicated by the following brief de- 
scription of the content of published tables on income in 1956: 

The income data of the Department of Commerce, unlike that of the Census 
and the Federal Reserve Board, are not based upon special surveys. Rather, 
they are compiled from business and governmental sources, including indus- 
trial and population censuses, employers’ wage reports under the social-security 
programs, and records of disbursements to individuals by governmental agencies. 
The aggregate reported for the country is the same as the amount entered in the 
national income account which is computed by the Department of Commerce 
in connection with its work on the gross national product. 
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Because of the way in which the data are compiled it is not possible to pro- 
vide cross-classifications with other population characteristics. The total aggre- 
gate of income reported by the Department of Commerce is greater than the 
aggregates derived from Census and the Federal Reserve Board data. This is 
true partly because it includes nonmoney items of income, partly because it 
includes incomes received by all military personnel and inmates of institutions, 
both of which are excluded by the other two agencies, and incomes of families 
and unrelated persons living in hotels and large rooming houses, which are 
excluded by the Federal Reserve Board, but not by Census; but partly also 
because the method of compiling data from objective primary records, appar- 
ently enables it to get a more complete coverage of money income than is possible 
by the household survey method. 

Senator Bus. Our next witnesses are first Mr. H. E. Riley, of the 
Department of Labor, and then Mr. Morgan of the University of 
Michigan. Is Mr. Morgan here? 

Mr. Moraan. Yes. 

Senator Busn. Will you come to the table also? 

Have you a prepared statement, Mr. Riley ? 

Mr. Ritey. Yes, I have. 


STATEMENT OF H. E. RILEY, CHIEF, DIVISION OF PRICES AND COST 
OF LIVING, DEPARTMENT OF LABOR 


Senator Busu. Mr. Riley, would you like to read your statement, or 
would you rather file it in the record and coment on it? 

Mr. Rirey. I have a brief summary of my paper in the Study. 

Senator Busu. This is the summary ? 

Mr. Ritry. This isthe summary, yes. 

Senator Busu. Allright, you read fromthat. . 

Mr. Ritey. For many years the belief has persisted that a family’s 
housing costs tend to represent a fixed proportion of its income, re- 
gardless of changes in income. This assumption still finds expression 
m the rule-of-thumb guides relating family income to maximum rent 
or housing value. Various studies, extending over the past century, 
have shown, however, that the proportion of income spent for housing 
tends to decrease as income rises. 

But this finding does not give us the answer to the committee’s ques- 
tion, “What is the proper relationship between family income and 
housing expense?” The relatively high price paid by low-income 
families for housing may, in many instances, still be insufficient to 

rovide a reasonable degree of comfort and convenience.” The hous- 
ing needs of each family are related to the number of members; their 
ages, sex and occupations, their interests and skills. Moreover, the 
supply, characteristics and costs of housing vary widely from place to 
eg These factors render extremely difficult any effort to formu- 
ate a rule by which a general housing program can be administered. 

Some light can be thrown on the problem by determining the cur- 
rent market cost of housing which meets a prescribed standard. This 
is the procedure involved in estimating the cost of the city worker's , 
family budget, which was developed in 1947 by the Bureau of Labor 
Statistics in response to a directive from the Committee on Appropri- 
ations. The Bureau devised a modest but adequate housing standard 
for a four-person family consisting of an employed father, a housewife 
not gainfully employed, and two children under 15 years of age. The 
cost of rent, heat and utilities for shelter meeting that standard was 
obtained in 34 large cities. 
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As of October 1951, the last time the cost of that budget was com- 
puted, the Bureau found that annual housing costs varied from city 
to city by nearly 80 percent, ranging from $581 in New Orleans to 
$1,034 in Washington, D.C. Housing cost represented 15.2 percent 
of the total budget cost in New Orleans, as against 23.2 percent in 
Washington, D.C. 

Senator Busu. That is the family budget cost? 

Mr. Riney. Yes. 

I would like to add that we are now restudying that budget, which 
is badly out of date, and we hope by the end of this year to have some 
new figures for certain cities, at least. 

The difficulty of generalizing about the proper ratio of housing cost 
to income is further illustrated in data gathered by the Bureau of 
Labor Statistics in its 1950 survey of consumer expenditures. The 
estimated value of the owned homes occupied by the wage earner and 
clerical worker families interviewed at that time averaged $8,422. 
The value of owned homes in the large cities averaged $10,024. In 
the cities of under 30,000 population the average was $6,457. The 
difference by size of community is related in a considerable degree to 
income differences. Average incomes are lower in smaller than in 
larger cities. At the same time, however, shelter costs are less in the 
small cities because of lower land costs and lower construction wage 
rates. Building code requirements also tend to be less stringent in 
the smaller than in the large cities, requiring less costly construction. 

My paper also examines some data bearing on the question as to 
whether the Federal housing loan insurance program is supporting 
the construction of housing which a majority of the families can 
afford. The home buyers insured in 1952 under title 203 of the 
National Housing Act had an average effective annual income of 
$4,811 as estimated by FHA. The estimated median annual housing 
cost to the home buyer, including mortgage payments, maintenance 
and repair, heating and utilities, was $998. This is not out of line 
with the housing cost estimates in the standard budget. For this 
amount the buyers obtained, on the average, a house with 5.3 rooms, 
This was quite adequate, according to the standard set for the Bu- 
reau’s family budgets. Allowing for changes in prices between 1951 
and 1952, the comparison indicates that the FHA program was help- 
ing to support a housing market which, on the average, provided new 
nn adequate in size if not in quantity, for the moderate-income 

amilies. 

Of course, FHA insured loans are available only to borrowers who 
are considered good credit risks. There are many families in need 
of better housing who cannot qualify. Nevertheless, comparison of 
data on family incomes, selling prices of new houses and the volume 
of FHA-insured or VA-guaranteed loans suggests that the Federal 
program is effective. It 1s being applied to relatively low-cost hous- 
ing to the extent that builders are offering properties in those price 
ranges. 

About 980,000 privately financed one-family nonfarm houses were 
started in 1956, and about two-thirds of all one-family houses in the 
middle-price range of $10,000 to $15,000 were financed with insured 
or guaranteed loans. Properties in the price range from $7,000 to 
$10,000 accounted for only 10 percent of total production, but over 
half of them were covered by insured or guaranteed loans. 
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On the other hand, very few families with incomes under $3,000 
bought homes under the FHA and VA programs in 1956. Over 18 
percent of all families fell below that income level. The housing 
needs of this low-income group present a problem which has not yet 
been solved. 

To summarize, it seems to me that the following conclusions deserve 
consideration by the committee in its examination of the mortgage 
credit problem: (1) The proportion of family income spent for hous- 
ing tends-to decrease as income rises. (2) Conversely, the relative 
burden of housing costs increases when the family’s income declines. 
And as I pointed out in my longer paper, that arises in part from the 
fact that the families will make great sacrifices to retain their homes 
once they have undertaken to buy homes. (3) American families 
have a strong urge toward home ownership, and, as I note, home- 
owners tend to spend more than renters for shelter because they pay 
for better housing. (4) The cost of housing varies significantly from 

lace to place. It is the major factor in the differences in the cost of 
iving among cities. (5) The costs of meeting acceptable housing 
standards tend to be lower in the smaller than in the larger cities. 
(6) Although the bulk of the housing need can be met in the future, 
as in the past, by private builders, operating for a profit, there remains 
a segment of the population with substandard incomes who will re- 
quire special Government assistance if they are to occupy housing 
meeting reasonable standards. 

Senator Busn. With reference to that last sentence, what special 
Government assistance do you have in mind, Mr. Riley ? 

Mr. Rirey. It would involve continuation of the public housing 
program in many instances. 

Senator Busn. Would you go back a little way ? 

In the summary which you just read, you say, “On the other hand, 
—, few families with incomes under $3,000 bought homes under the 
FHA and VA programs in 1956. Over 18 percent of all families fell 
below that income level. The housing needs of this low-income group 
present a problem which has not yet been solved.” 

What is your suggestion as to the solution of that problem? 

Mr. Rizzy. A great many people have been struggling with that 
problem, and I don’t think any of us have found any solutions yet. 

ew Busu. I wondered whether you had any suggestions to 
offer. ; 

Mr. Rizr. One suggestion, I think, is implied in my summary ob- 
servations, that of a continuation of Federal assistance for meeting 
the housing needs of the very low-income population. 

Senator Busn. Through the public housing program? 

Mr. Ritzer. Through the public housing programs. Also the needs 
in many cases, the special needs of the older people and the handi- 
capped people. I don’t think we can afford to neglect those problems. 
It becomes a public responsibility. ; 

Senator Busu. You are familiar with the public housing programs 
of both the States and the Federal Government, are you ? 

Mr. Rizr. I have been more in the past than the last few years. 

Senator Busn. Have you any observation of the relative effective- 
ness or Satisfactoriness of State housing projects vis-a-vis Federal 
housing projects? 
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Mr. Ritzer. No; I would hesitate to comment on that, because I 
haven’t had an opportunity to inspect sites and to judge how ade- 
quately the projects are maintained and how the admission standards 
are policed in limiting the housing to the low-income families. 

Senator Busu. Mr. Morgan, now would you kindly present your 
statement, and then if you will stay there, too, Mr. Riley, we may come 
back to you for further questioning. 


STATEMENT OF JAMES N. MORGAN, PROFESSOR, DEPARTMENT OF 
ECONOMICS, UNIVERSITY OF MICHIGAN, ANN ARBOR, MICH. 


Mr. Morean. I think perhaps I will summarize this extemporane- 
ously rather than read it. 

Senator Bus. We will put the entire statement in the record, at 
the end of your remarks. You summarize it as you will. 

Mr. Morean. What I have tried to say here, essentially, is that there 
are several pieces of evidence which indicate there is a substantial 
unmet need for housing in this country before we concern ourselves 
with population growth or future gains in family formation, and this 
evidence is constituted of several things. 

For one thing, there is a great deal of variability in population as 
to how much housing people actually have. At any given income 
level, some people seem to have lots of housing and some people seem 
to have very little. This variation is not a matter of family size. 
There are a good many large families with small houses and small 
families with large houses. I suggest that at least some of these 
inadequacies in the present stock of housing are more than a simple 
matter of inertia; that people don’t move when their family grows 
because of other pressures on their income. These are, at least in part, 
the result. of institutional restrictions on the amount of money a man 
can borrow to buy a house, which has come down to some degree; 
FHA has liberalized greatly during the past few years. What I am 
suggesting is that it may be possible to liberalize further without any 
danger to either lenders or borrowers. And, finally, the evidence 
comes from people’s own expressed attitudes about their housing. 

One study that isn’t mentioned here, which is one we did in 1950, 
is concerned with people who have recently bought houses. A large 
number of them were dissatisfied with the amount of space they had. 
They said if they had been able to swing a larger mortgage, if any- 
body would have lent it to them, they would have bought a bigger 
house. So there is a considerable unmet need for that type of housing 
even now. 

_ I suggest that there is evidence that people can afford to pay more 
in terms of current payments. If we compare what they are now 
paying on installment credit charges on other things with what they 
are allowed to pay for housing, there is some evidence that we are 
arbitrarily setting standards on the amount of money we let people 
borrow on houses that do not apply to other kinds of things. 

_I point out that FHA rules still involve certain kinds of restric- 
tions, particularly as to the definition of “allowable income,” which 
are to some extent unfair, and particularly unfair in a country where 
& growing number of women are in the labor force. A rule which 
mentions income which ean be presumed to continue through the mort- 
gage period is being generally interpreted throughout the country to 
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mean a borrow,s>:cannot count his wife’s income if she is under 40. 
This means that» particular families where the wife works until 
children arrive, works in between children, and works after their 
arrival, have a difficult time borrowing enough money to buy the 
kind of house that they could probably legitimately afford. 

Senator Bus. Although she provides a rather steady contribution 
to the family income. 

Mr. Moraan. It may not be steady in that it has to be interrupted 
as the children arrive. But it is reliable. It actually may be more 
reliable than her husband’s, because she does the kind of work in 

reat demand and where it is very easy to get in and out of the labor 

orce, housework and that sort of thing. 

Finally, there is a growing tendency to get married earlier than 
they ever have before, and have their children earlier. There is, as 
we all know, a population explosion going on of some magnitude. 
This leads to a situation in which very large numbers of young families 
with growing incomes, where the wife is temporarily out of the labor 
force, are unable to meet the official and institutional restrictions on 
the amount of money they can borrow for housing. 

Over the next 20 years this is going to increase. The number of 
married couples who are wanting housing is going to go up dramati- 
cally. We are going to start out with unmet needs for housing and 
we are going to get more and more of it. I conclude that there may 
be some real conflict between this problem and the use of mortgage 
credit as a countercyclical device. Later in these hearings you are 
going to hear a great deal about methods of tightening and loosen- 
ing mortgages as a method of offsetting fluctuations in business activi- 
ties. I think there is a real conflict of interest there. I personally 
have some doubt about the ethics of putting the burden of adjusting 
the economy not just on home buyers, but on young home buyers who 
are buying their first home... Older people have an equity in a house 
they are selling. These restrictions primarily apply to the young 
people who are just setting up housekeeping. 

Senator Busn. This is a new thought you mentioned—to me at 
least—about using this regulator, so to speak. Are you serious about 
that ? 

Mr. Morean. There is a great deal of talk about it. A number of 
the papers that were submitted have to do specifically with the prob- 
lems of using tightening and loosening of credit as a contracyclical 
device. It turns out, if you examine it, the place where it hits most 
effectively in terms of business-cycle implications is on new home 
buyers. If we restrict downpayment requirements or the amount of 
money a buyer can borrow on a mortgage, this is a very effective con- 
trol, particularly on young people who do not have a lot of cash. 

Consequently, the use of a monetary policy has certain distribu- 
tional and ethical implications which come in conflict, in a sense, 
with the desire to provide more housing in general for Americans 
and make it easier for them to get decent housing. 

Senator Busn. I see your point. I did not get it before. You are 
talking about the general use of monetary policy as a regulator; 18 
that right ? 

Mr. Moraan. I was pointing out—— , 

Senator Busu. Not just particularly as it applies to housing? 
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Mr. Morean. It is put on as an economic dev I am simply 
saying that the impact hits housing more forcioly than it does other 
areas. 

Other people have alternative sources of funds or can simply pay 
a higher interest rate. But we have a ceiling on the interest rate and 
combining this with tight money leads to actual unavailability of 
mortgage money. So this makes more change in the availability of 
credit to home buyers than to other people who may be borrowing 
money. The other people can pay a higher interest rate. The home 
buyer with these interest ceilings, which were put on in the interest 
of the home buyer originally, may find it difficult to borrow as much 
money as he wants; or to get a low downpayment. 

Mr. Ritxy. That factor has not been so evident in recent years 
because of the availability of the VA-guaranteed loans which were 
particularly suitable for younger couples. As that program declines, 
they will not have that resource to fall back on. 

Senator Busu. Mr. Cash, do you wish to ask a question ? 

Mr. Casu. Yes, sir. 

Both of you gentlemen will recall Senator Sparkman’s reference 
to rules of chumb in mortgage credit analysis. 1e rule that he men- 
tioned was total purchase price being in relationship to 214 times 
annual income. Knathae one that is commonly used is that monthly 
housing expense should not be more than one-fifth of monthly income. 

Would either of you care to comment upon the soundness of those 
rules or their prevalence ? 

Mr. Morcan. I say something in my full statement about this and 
quote the FHA underwriting act which says this is not a sensible 
rule to use in the sense that people’s needs are different and their 
standards are different. We are a high-income society these days, 
and one of the things that we find out in studies of consumers is that 
they have tremendous variability in what they spend their money on. 
You will find some people with incomes of $3,000 to $3,500 a year who 
are saving a lot of money, other people who are spending a tremen- 
dous amount on automobiles or on houses. 

I think it is fair to say that, although these rules may be useful 
to keep some people from getting in dangerous water, to a man who 
knows what he wants and is willing to pay for it they are probably 
unduly restrictive. 

Mr. Casu. You also, Mr. Morgan, suggest that there might be room 
for experimentation in this field in the administration of the FHA 
program. Do you have anything to suggest as a way to experiment? 

Mr. Morean. I should think that the best way to start experiment- 
ing with whether we can stand easier mortgage money for home buyers 
is to extend the total allowable amount of the mortgage and perhaps 
adjust downpayment requirements rather than controlling the interest 
rate. 

In other words, the concern for keeping interest rates for consumers 
down may do less good than allowing them to borrow more money 

and get a house of more adequate size. In the interest of what we 
think is keeping the price of a house down, by keeping interest rates 
down, we may have done damage to the consumer who is perfectly 
willing to pay a higher interest rate if he can get a house that fits his 
needs, that is more suitable for him, and one he will not have to move 
out of after a few years because it is too small. 
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Mr. Casu. If we were to assume two purposes for credit analysis 
are, one, to protect the lender, the other to protect the borrower from 
overextending himself, and if we also assume that the security for the 
lender is good security, what would you say about the relative signi- 
ficance of those two purposes? Would you say that it is more im- 
portant to think in terms of what may be the borrower’s problems 
than it is to think in terms of the lender’s problems when we analyze 
credit? 

Mr, Morean. I find it. difficult to answer this. 

Senator Busu. I agree. I think that is an awfully hard question, 

Mr. Morean. We are now lending money on things like automobiles 
which depreciate 25 percent a year. A $2,000 car, if it is worth $2,000 
at the beginning of the year, depreciates by about $500 during the 
year. That isa substantial consumption item. We let people borrow 
almost $2,000 to buy such a car, and there has been very little repos- 
session, very little difficulty. The argument has been it is the income 
and the honesty of the buyer that really provide the security. 

I suggest that a home is far less likely to be given up, even under 
severe pressure, than an automobile is and that we have been unduly 
cautious about our concern for both lenders and borrowers in this re- 
spect. I think we could stand some experimentation in some areas to 
see whether there is any real problem of people meeting these pay- 
ments. - 

Mr. Casu. Would you think there would be anything reckless about 
a rule of thumb that would permit you to go 4 to 1 on monthly in- 
come or 3 to 1 on purchase price as related to annual income? 

Mr. Morean. I should think we might want to be flexible about 
this. I make the point in this paper that young people, particularly 
with a considerable amount of education, can look forward to a rapidly 
increasing income level over a period of years and that people where 
the wife has some kind of earning capacity can look forward to a 
source of support in case of need. So that, rather than establish an- 
other different rule which might induce everybody to try to do this, 
some of whom could not do it, it seems to me that some loosening up 
without setting a’‘rule which then becomes a minimum rather than a 
maximum would make more sense. 

Mr. Casu. Are you, Mr. Riley, aware that the FHA is giving any 
thought to this? Are they experimenting or do they respond to un- 
usual situations? 

Mr. Ruiter. I suspect that in some instances they do, although they 
have not formulated to my knowledge any general policy or principles 
to deal with this subject. They do recognize that, as Mr. Morgan has 
mentioned, you cannot apply a fixed rule of thumb. 

However, the basic principles generally applied have from the 
beginning been related to the value of the property and the current 
income of the borrower with relatively little attention to his future 
prospects and requirements. 


Mr. Casu. What could you say about practices in the conventional 


loan field, which, after all, makes the biggest contribution in the 
mortgage credit field? What are their credit policies? 

_ Mr. Rirey. I think their credit polices have been even more restric- 
tive in that respect. 
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Mr. Casu. Unnecessarily so 4 

Mr. Riney. That is a little difficult for me to say. Perhaps some 
of the witnesses who have had more experience in lending money could 
give you a different view of that than I. 

Mr. Morcan. There is one qualification that might be made here. 
That is, there is evidence that many low-income people use conven- 
tional mortgages presumably because FHA mortgages are not avail- 
able, and they may pay a higher interest rate. They may have to bor- 
row money from somebody to make a bigger downpayment. But 
there is evidence that at the very bottom the FHA is not helping the 
home buyer. 

I know the Savings & Loan League has gotten out a recent booklet 
making this point. 

When I looked at our data, sure enough, it is true that there is a 
real problem at the very bottom of the income scale that neither FHA 
nor public housing is really helping. Perhaps this is a problem of 
income maintenance and of seeing to it that these people can earn some 
money or get a decent level of income rather than trying to do it 
through their housing. 

But I think it is fair to say that data seem to show FHA does not 
really help people with very low incomes, that they have to go to con- 
ventional lenders and probably pay a higher interest rate, which they 
are perfectly willing to pay. 

Senator SpaRKMAN. Thank you very much, gentlemen. We appre- 
ciate it. 

Senator Bus. I would just like to say they were both very inter- 
esting presentations. I am sorry you missed them, Mr. Chairman. 

Senator Sparkman. I have had an opportunity to look over the 
papers to some extent, and I will read them more closely. 

Thank you very much. 

By the way, I have a table which shall be placed in the record, 
showing amortization costs under varying interest charges and ma- 
turity. 

(The table referred to follows :) 


Annual payments (combining principal amortization and interest) which will 
discharge a debt of $5,000 in selected numbers of years at various interest 
rates 


Years to maturity 
Interest rate (percent) a 


| 20 25 30 35 | 40 45 50 

| | | 
e. pe 306 | 256 | 223 200 183 170 | 159 
24. emote 313 | 264 | 231 208 191 178 | 168 
%.. pe vena 321 | 271 | 239 | 216 199 186 | 176 
a ee ed 328 | 279 | 247 | 224 208 195 | 185 
ll iol pith eee cee 336 | 287 | 255 233 | 216 204 | hat 
ay. pidescabuts of 344 205 | 263 | 241 | 225 213 | 204 
3}... PO aa 352 303 | 272 | 250 234 222 | 213 
%. ty ee ae 360 312 | 280 | 259 243 232 223 
ee Ceara 368 320 | 289 | 268 | 253 | 241 | 233 
ae oeteas 376 | 329 | 298 | 277 262 251 | 243 
44. 384 | 337 | 307 | 286 | 272 261 | 253 
., Soa eem Eg 393 | 346 | 316 296 | 282 | 271 263 
es iets ani 401 | 355 | 325 | 305 291 281 274 


Source: American Council on Education. 
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(Mr. Morgan’s prepared statement follows :) 


STATEMENT OF JAMES N. MorRGAN, PROFESSOR, DEPARTMENT OF ECONOMICS, Unt- 
VERSITY OF MICHIGAN, ANN ARBOR, MICH. 


The Federal Government is concerned with mortgage credit in two ways, first 
in underwriting mortgages and thereby setting standards for mortgage credit, 
and second in promoting the use of changes in mortgage credit terms as a coun- 
tercyclical device. 

As to standards for mortgage credit, the FHA proved early in its existence 


that more liberal credit terms for mortgages were possible without difficulties - 


for lender or borrower. I have tried to present some evidence to indicate that 
FHA regulations may today be more stringent than necessary for the protection 
of lender and borrower, and that this is particularly burdensome on some groups 
in our society. 

First, there is great variability in the amount of housing people have, and 
the amount they are paying on mortgages, even within the same income groups. 
Since defaults are negligible, such variability is apparently possible without 
difficulty. 

Secondly, there are disparities between the amount of housing space one 
would expect families to need—given the number of people in the family—and 
the actual amounts of housing these families have. Some of this results from 
inertia, particularly among old people who do not move out of their large houses 
when the children grow up. Much of it, however, results from the inadequate 
housing of some younger people with growing families. 

I suggest that some of these housing inadequacies result from restrictions on 
the amount of mortgage allowed. Growing desires for better housing combined 
with a shortage of rental housing, have led people to become homeowners at 
earlier ages than in previous generations. They try to buy a home at a time 
when the income of the head of the family is low, though rising rapidly and 
expected to rise further. This may also be the period in the life cycle of these 
families when the wife is least able to work because there are small children. 

You might think that perhaps these people don’t really want more housing, 
but data from the surveys of consumer finances as well as from other surveys 
we have conducted indicate that large numbers of people want more housing 
space, and want to own their own home. 

I noted that some people are already paying substantial fractions of their 
income on mortgages, without difficulty. An examination of the amounts people 
pay on other types of obligations, particularly instalment credit, provides further 
evidence of consumers’ ability to undertaken sub::tantial repayment obligations. 
In the income groups between $5,000 and $10,000 there is about 1 family in 10 
putting more than a fifth of its inéome into instalment debt payments. Among 
homeowners in the same income groups, about half as many—1 in 20—put a fifth 
of their income or more into mortgage payments, It seems reasonable that a 
man can afford to put more into a long-term investment like a house than he 
puts into a rapidly depreciating car or household appliance. 

The present FHA rules determine the sizes of allowable mortgages largely on 
the basis of the current income of the head of the family. This is particularly 
restrictive for young families where the family head can confidently expect a 
higher income in a few years, and where the wife has worked previously. and 
expects to-work again when the children are a little older. These rules are 
even more restrictive for racial minorities where the wife’s earnings are a more 
important and often surer source of family financial stability than with most 
families. 

One result of FHA standards has been that the lowest income families have 
been borrowing without FHA or VA underwriting, paying somewhat higher in- 
terest rates, and presumably getting mortgage loans larger than FHA regula- 
tions would allow for their income levels. Hence there is some truth in the 
argument that FHA primarily helps the middle income groups rather than those 
with lower incomes. 

I should suggest, then, that some attempts to provide larger mortgages for 
young families with low but growing incomes, should be made. 

Does this conflict with the use of mortgage credit terms as a counter-cyclical 
device? Probably it does. I have some doubts about the ethics of putting the 
burden of adjusting the national economy on young families who want to own 
their own homes. If we must do it, however, perhaps we should adjust interest 
rates and repayment periods rather than downpayment requirements and maxi- 
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mum allowable mortgages. In any case, whenever we feel the economy needs 
an additional upward boost, we should consider opening new possibilities for 
larger mortgages. 

Senator SparKMAN. Our next witness is Dr. Charles Abrams, visit- 
ing professor at the Massachusetts Institute of Technology, a long- 
time authority in housing. 

We are glad to have you with us. 


STATEMENT OF CHARLES ABRAMS, VISITING PROFESSOR, MASSA- 
CHUSETTS INSTITUTE OF TECHNOLOGY, CAMBRIDGE, MASS. 


Dr. Aprams. Thank you. Iam glad to be here. 

What I am really going to do is address myself to the question 
which Senator Bush asked, and that is how to meet the problem of 
the lower income family which is not now served by the FHA and in 
some cases by public housing. 

The way the Government has devised for meeting the needs of the 
low-income family is solely through public housing. I think this is 
very important, and, as Senator Sp: arkman has agreed very often, the 
public housing program should be considerably extended. 

But I think that the public housing program and the urban re- 
newal program are based on certain fictions. They were not fictions 
altogether at the time they were conceived, but, because the housing 
program shifts in its emphasis from period to period, very often we 
find that there is an ideological lag which survives, that these fic- 
tions survive long after the “facts which underlay their creation had 
changed. 

One of them is that the poor live only in tenements. This is the 
basis of the public housing program. This misconception was due to 
the fact that we borrowed the philosophy from England, where the 
public housing program was spawned, and England was largely a 
tenement country. It assumed that the poor do not want individual 
homes but prefer to raise their children only in multiple dwellings, 
and, therefore, no homeownership progtam was provided for the 
people at the lower level of the economic and social pyramid. It is 

responsible for the urban tenement projects which have sprouted all 
over the country and for the lack of small new homes for the lower 
income group. 

The second fiction which still survives is that the poor are all renters. 
It is known that the greatest yearning of the poorer families is for 
homeownership, for a ‘home they can pay for. Homes for rental are, 
of course, essential for the families which want to rent; for the 
elderly, the t ‘ansients, the working mother, the childless, the small 
family, or the single person. 

But both rental and homeow nership should be provided for the 
lower income family, and only rental is provided under the public 
housing program and then only on a very small basis. 

A third fiction that survived was that the way to solve the housing 
problem of the low-income families is to tear down the slums in which 
they live. And the result was that the conception of slum clearance 
arose. This was a perfectly valid conception at the time the slum 
areas were about 25 percent vacant during the depression. But with 
relief and with pump-priming operations that improved the general 
economy, the slum areas were quickly rented, but the fiction that the 
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housing problem could be solved by clearing slums survived. Even 
after housing surplus turned into the housing famine, slum clearance 
still continues, which accentuates the overcrowding and _ intensifies 
the problem of the lower income family by continuously removing him 
from one slum to another and causing him to overcrowd. 

This is particularly serious for the nonwhite family. The statistics 
of 1950 showed that nonwhites were four times as overcrowded as 
whites, and I think that situation has been aggravated further since 
the iamigration—— 

Sendtor Busu. Mr. Chairman, may [ask a question there / 

Senator SPARKMAN. Yes, Senator Bush. 

Senator Bus. Have you any comment to make specifically on that 
question of the slum clearance and urban renewal programs? Would 
you care to interject it right here if you have ? 

Dr. Aprams. I think the urban renewal program is a valid program. 
Unfortuntely, I think, its aim was perverted. 

It was part of the housing program. That is, one of its aims was to 
increase the housing supply. I think also that the provision that 
vacant land and underdeveloped land could be used was meant to 
increase the housing supply. But, instead of that, what has happened 
is that the whole program has veered toward tearing down houses in 
which people live. 

The ‘result is, in my opinion, it has contributed to the housing 
shortage, particularly of minority families. They bear the brunt of 
the displacement. 

About two-thirds of the tenants displaced by urban renewal, accord- 
ing to the last figure I saw, were nonwhites. 

Senator Busu. That is on a nationwide basis ? 

Dr. Anrams. On a nationwide basis. I think that figure was for 
1954, Senator. I have not seen the more recent figure. 

Therefore, I think urban renewal should be expanded so as to in- 
clude vacant land operations as well—or underdeveloped land, that is, 
land that does not have so many occupants and does not displace so 
many people. I think that would help the situation. 

Senator Busu. It should not always be coupled with slum clear- 
ance, in other words? 

Dr. Aprams. That is right. 

I also think that the aim of urban renewal should be to increase the 
housing supply so that when we displace some families we should at 
least build for more families than we displace. 

One thing about urban renewal is that we are displacing a family 
that cannot afford the units which the urban renewal project creates. 
And public housing is a very, very small program. The result is 
that urban renewal at the present time, with its emphasis on slum 
clearance operations, is really intensifying scapaanediiar : 

I am not opposed to the urban renewal program, and I think it 
does a great deal of good. I think that denn have to be cleared. 
There are industrial slums to be cleared. I think that there are areas 
to be rebuilt in cities. I am not opposed to that program. 

But I think that there should be a public housing program—and 
a program such as I am going to recommend—which will take care 
of these families that would be displaced. At the present time they 
are not being taken care of. 
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Senator SparkMAN. Dr. Abrams, you are aware of the fact, I 
presume, that in the housing bill that passed the Senate, S. 57, and in 
the one which is pending now in the House, we did increase the amount 
of nonresidential land that could be used. 

Dr. Aprams. I think that helps. 

Senator SPARKMAN. So it seems that our program is moving toward 
your recommendation. 

Dr. Aprams. I am happy to see that. 

Senator SparkKMAN. May I say that on some of these things there 
is considerable resistance. 

Dr. Asrams. If I may go on, another fiction is that when tenants 
in public housing improve their incomes they should be ousted. 

I think that what we have done in the public housing program is 
that we have created an institutional set of projects. The fiction was 
responsible for the forcible return of families, many of them, to the 
slums, instead of enabling them to rent or buy homes they can afford. 

In other words, what has happened is that a poor family moves in 
toa public housing project. As a result of the decent environment, 
their income may increase. And yet the tenant is ousted and is very 
often sent back to slums because of the maximum limits in the public 
housing project. 

I think that this has been responsible for the shift in the morale of 
some of these public housing projects as well. The strongest moral 
force in the projects are the. tenants, and the tenants whose incomes 
increase are, Ina sense, the best guardians of this project and the in- 
spiration for other tenants. But these are the tenants that are ousted. 
More poor families are placed in the project. The result is that, 
on the one hand, in the larger cities, the public housing projects have 
headed increasingly tow: ard Negro occupancy with segregated neigh- 
borhoods in the North increasing, and, on the other hand, there is con- 
stant turnover and an institutional aspect to these public housing 
projects. 

The final fiction that I will discuss is that all families in the United 
States are automatically eligible either for decent private housing or 
for decent public housing. 

This has never been true, because there are many families who are 
either ineligible for both or whose size or composition or desire to 
live in public housing removes them from its benefits. At the same 
time, they are too poor to afford private housing under existing fi- 
nancing formulas, and with the current housing shortages in our 
cities they are unable to secure access to second-hand housing. 

So the memorandum that Dr. Schussheim and ] submitted for the 
Study was an effort to meet the needs of some of these families. What 
it does essentially is to advocate the setting up of a corporation, of a 
Federal corporation, empowered to make loans to families in the lowest 
income group, which are now served only by public housing, to enable 
them to buy homes at prices they can afford. 

Ina sense, the subsidy would be very much as it is in public housing. 
That is, there would be a range of interest rates and amortization 
periods. The range of interest rates would go down, in the case of 
the very-low-income family, to a zero percentage interest rate, with 
45-year amortization. 

The Federal corporation would borrow the money in the open 
market, much the same as money is borrowed today for the college 
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housing program, and the loans would be made at flexible interest 
rates—that is, 2, 3, or 314 percent, or, in the very lowest cases, at zero 
percent. The Federal Government would be required to pay the 
subsidy, instead of to the housing authority, to its own Federal Gov- 
ernment corporat ion. 
The maximum subsidy required would be about $39 million—if all 
the loans in the case of 100,000 starts in a single year were to be made 


at zexo percent interest, which, of course, isthe extreme case. It would . 


never happen. But I think that the actual contribution would be 
about $20 million or $25 million. 

In that way, we would be able to get a public housing program 
which would not necessarily be a tenant program but would be a home- 
ownership program, 

The subsidy would be flexible. In other words, if the income of 
the family increased, we would have more or less the same policy as 
- public housing today. The interest rate would increase. Except 

I do not favor ex: mining r the interest rate e very month or every year 
as in the case of public housing. I think it should be reex: mined every 
3 years. 

In that way, in a country which has demonstrated a remarkable 
fluidity of income, we would have a homeownership structure created 
where people have security of tenure at the start but pay increased 
interest rates as their incomes increase. And when their incomes 
justify the payment of a market rate, then the Government would 
sell the mortgage and desocialize the investment. 

Tam a firm believer in desocialization, because while I think it is 
important for the Government to go into socialization in the areas 
where private enterprise does not operate, I do not believe that the 
Government necessarily has to build up a continuous socialized in- 

ventory of housing. There should be an effort to create homeowner- 
ship, to create more ownership incentive, and to get the Government 
out of the mortgage business and out of the insurance of risk. 

In other words, when a family developed a normal income under 
which it could pay a market interest rate, that mortgage would be 
disposed of by the Government. 

Under the figures involved in the proposal, you will see that we 

can reach an income group if we take an average mortgage of $14,000— 

$14,000 would be very high: in the big cities where incomes are 
higher—there you could reach a group “with an income of $4,848. 
But if we took an average mortgage of $12,000, we would reach an 
income group of $3,120 with a maximum subsidy and $3,984 with a 
2- percent loan for 35 years. And if in the tropic: al areas and in Puerto 
Rico we produced a house at $7,000, $8,000, or $9,000, we would reach 
every low-income group in those areas. 

I am not advoc ating this as a substitute for public housing or for 
urban renewal. I think a program of this sort is a necessary con- 
comitant to urban renewal. I think in urban renewal areas what we 
are doing very often is displacing homeowners in the slums and offer- 
ing them nothing but tenancy in public housing projects. 

I do not think that FHA section 221 is working. There have been 
no more than 500-and-some-odd houses authorized under that. It is 
not a practical program. That is the program to take care of urban 
renewal displacees. 
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Senator SparKMAN. Oh, I must question that figure, because I hap- 
pen to know that there have been many more than that in my own 
State. 

There are 500 under construction in Mobile, and I believe there 
are 300 or 400 in my own hometown. Some of them are occupied. 

Dr. Aprams. It may be that the figure as of December 31, 1957 

Senator SparkMan. Oh, in 1957? 

Dr. Aprams. Yes. 

Senator SPARKMAN. That was a year anda half ago. 

Dr. Abrams. Yes; that is the last figure—536 units. 

Senator SparkKMAN. All] right. I will accept that. But I believe 
you will find that it is moving fairly well now. I have been gratified 
with the stepup that it did receive during the last 12 months or so. 

Dr. Aprams. But it is still very negligible. 

Senator Sparkman. It is small, but I hope that it will do the job 
that we wanted it to do. 

Dr. ABRAMS. I can say this: That it simply cannot be done in 
any 

Senator SpaRKMAN. We have a figure here. Insured as of March 
1959: 5,120. 

Dr. Asrams. That is still very negligible. 

Senator SparKMAN. Qh, I agree with you, but it is 10 times more 
than 500. And those are finished. 

Dr. Aprams. Yes; I had the last figure. 

Senator SpaRKMAN. Yes. 

Dr. Anrams. I am glad to get the new figure, but it is still very 
negligible and would not meet the need. It cannot be used in any 
of the Northern States, for example, because the costs are too high. 

Senator SPARKMAN. You mean too low? 

Dr. Anrams. The costs are too low. 

Senator SPARKMAN. The maximum allowable costs are too low? 

Dr. Asrams. Yes. 

Senator SparkMaAN. By the way, you know, too, that in the bill 
which we passed this year there is an increase in that level for high- 
cost areas / 

Dr. Abrams. Yes. I think that would help. 

Senator SparKMAN. Up as high as $12,000. 

Dr. Anrams. It still would not solve the problem because of the 
low—— 

Senator SPARKMAN. It never was set up as a complete solution, but 
we do believe it will make a contribution. 

Dr. Aprams. In other words, Senator, you see interest and amortiza- 
tion charges represent 52 percent of the cost of a home, and we are 
hot going to be able to solve the problem of these displacees without 
securing a lower interest rate. 

Senator SPARKMAN. May I say I certainly do not intend to be argu- 
ing with the premise that you lay down. Asa matter of fact, I think 
one thing that a great many people do not realize is that this subcom- 
mittee maintains a full-time staff and we are constantly looking for 
ways to meet at least a part of the requirements for decent homes i in 
this country for all segments of our economy. We recognize the 
problems that you point up. It is not an easy job, but we will keep 
on trying and trying and trying. 

Dr. Anrams. 1 know you will. 
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Senator, I think your devotion to the job has been one of the greatest 
reasons for its progress. 

I do feel, however, that it is time that we try to create more home- 
ownership for the poorer families. 

In going around the world for the United Nations, I find that even 
in the least developed areas of the world the emphasis is on home- 
ownership. 

Senatoy SpaRKMAN. I certainly agree with you. You may recall 
in 1950 I introduced a bill to provide a rather large cooperative hous- 
ing program for the purpose of meeting the requirements of the low- 
middle-income groups. This committee reported it out, and it only 
lacked a couple of votes of passing the Senate. 

We have been working ever since to try to meet the needs of that 
group, but it is one of these problems to which I referred that is not 
easily solved. But we are going to keep on trying. 

Dr. Asrams. I think it is a reflection on Government policy to find 
that Government insurance of mortgages is directed toward the higher 
income and middle income groups and not toward the needs of the 
lower income family. It smacks of a philosophy of socialism for the 
rich and private enterprise for the poor. 

Senator SparKMAN. We have been doing our best to pull it down 
so that ‘it would reach that lower level. I will say, furthermore, this 
subcommittee and our Banking and Currency Committee as a whole 
have been aware of the need of a restudy and revitalization of the 
public housing program—in fact, of all of our housing programs. 
That is one reason we are having this study. 

We do not intend to rest with j just this study. This isa continuing 
subcommittee that is enjoined by Congress to make a continuing study 
of the housing needs of this country and w ays of meeting those needs. 

We operate - under a directive which was stated in the housing policy 
of 1949, and we take that seriously. We are trying to find ways to 
provide means whereby every American family may have an opport- 
unity, a reasonable opportunity, to get a decent home. 

Thank you very much. 

Dr. Asrams. Thank you very much. 

Senator SparkMAN. We appreciate the great interest that you have 
shown through the years in housing. 

Dr. ABRAMS. I appreciate that. 

Senator Sparkman. You have appeared before us many times, and 
we are always glad to have you. 

Dr. Aprams. Thank you, sir. 

Senator SPARKMAN. ‘Next, we have Mr. Badgley, director of real 
estate and mortgage research of the Mutual Life Insurance Co. of 
New York, and Mr. Ramsay Wood of the bureau of business and eco- 
nomic research, University of California. 

I wonder if the two of you could come up at the same time. We 
might get some crossfire. 

We have papers submitted by each one of you. Mr. Badgley, your 
name appears first on the list. We have your paper. You proc eed as 
you see fit. Either read the paper or discuss it, in which event the 

whole statement will be printed in the record. Just proceed as you 
see fit. We are glad to have both of you. 
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STATEMENT OF L. DURWARD BADGLEY, DIRECTOR OF REAL ESTATE 


AND MORTGAGE RESEARCH, MUTUAL LIFE INSURANCE CO. OF 
NEW YORK 


Mr. Bavertry. Thank you, sir. 

I will try to shorten this statement as much as I can, but I would 
prefer to read most parts of it. I have no elaborately prepared charts 
or statistical materials to present. 

Senator SPARKMAN. Go right ahead. 

Mr. Bapetey. My comments are based very largely on field obser- 
vations made in the course of extensive trips around the country for 
the purpose of analyzing real estate and mortgage market conditions. 

I also have read the excellent papers that were submitted in the 
study of mortgage credit, and I have taken the liberty of referring to 
some parts of these papers in my discussion of related subjects. 

The first question assigned to me is: “What are the effects of credit 
terms—downpayment, maturity, interest rate—on the demand for resi- 
dential construction ?” 

I would say that the terms of mortgage credit have a very impor- 
tant effect on the demand for residential construction. Smaller down- 
payments and lower monthly payments broaden builders’ markets and 
make it possible for families with lower incomes and more moderate 
savings to purchase homes. If due allowance is made for the fluctua- 
tions in the supply of mortgage money, it is probably correct to say 
that mortgage terms during | the postwar years have had a greater in- 
fluence on the volume and timing of residential construction than any 
other factor. 

In one of the papers which were already submitted to your com- 
mittee there is a series of examples illustrated with tables and charts 
which show how various combinations of downpayments and monthly 
payments affect the demand for residences at stated prices in hypo- 
thetical markets. I refer to Mr. Ramsay Wood’s very excellent paper 
which appeared at pages 92 to 116 of the “Study of Mortgage Credit.” 

These examples so well answer the first question assigned | to me that 
I feel no good end would be served in using the limited time available 
to me re-covering the ground so well covered in Mr. Wood’s paper in 
the study. I will, however, make a few comments on interest rates, 
and then I will go on to the second question. 

The role of interest rates in affecting the demand for residential 
construction is not as clear as in the case of downpayments and 
monthly payments. Of course, insofar as higher interest rates raise 
the monthly payments on mortgages, demand must be influenced to 
some extent. But as the previously mentioned paper shows, doubling 
the interest rate from 3 to 6 percent on a 15-year maturity mortgage 
only increases the monthly payment per $1,000 of mortgage from 
$6.91 to $8.44. Furthermore, if the maturity were to be extended 
from 15 to 2114 years, there would be no increase in monthly payment. 

It should also be pointed out that such examples as the one just 
given tend to exaggerate the net increase actu: ally paid by most bor- 
rowers because interest is deductible from gross incomes and lowers 
income taxes accordingly. Even a person in the lowest tax bracket, 
20 percent, would only pay net after tax deductions about 80 percent 
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of the increase due to the higher interest rates. However this may be, 
higher interest rates do increase the total cost. of homeownership and 
the total amount paid for homes over the period of years covered by 
the mortgage. 

A recent field survey based on inquiries of builders and their sales 
representatives who were in constant contact with the public found 
that buyers of lower priced homes paid little attention to interest 
rates. “How much down and how much a month” were the decisive 
factors in making sales. 

The survey found, however, that purchasers of higher priced homes 
were more conscious of interest rates in the sense that they inquired 
about them and were not willing to pay more than what they con- 
sidered to be the prevailing market rate. 

But even in the higher price brackets it appeared doubtful that 
the demand was influenced to any very considerable extent one way 
or the other. My own experience involving extensive travel around 
the country and many contacts with builders and mortgage bankers 
confirms this point of view. 

Senator SparkMan. If you do not mind, I would like to ask this 
question at that point. Do you not believe, however, that that grows 
not so much from a sharpened interest or a lack of interest but in the 
competitive position in which the people find themselves? The aver- 
age purchaser of the high-cost home probably knows that he can shop 
around for an interest rate, whereas the low-income man is more or 
less at the mercy of the market. He has to buy at whatever price he 
can find it, if he is to buy at all. In other words, he is not in position 
to shop around. 

Mr. Bapeiry. Yes, sir: I think that is correct. 

I might say further along the same line of thinking that he gets a 
package deal of his financing, which tells him he has to pay so ‘much 
down and so much a month, and he has very little opportunity to 
negotiate. 

Senator SpaRKMAN, Yes. 

Mr. Banetry. Nor does he know what the rates should be. 

Senator SPARKMAN. Yes. 

Mr. Bapetry. The importance of the interest rate, I believe, is not 
in its direct influence on the demand for residential construction but 
indirectly through its effect on the supply of money whieh can be at- 
tracted to the mortgage market. This has been well illustrated in the 
postwar years by the wide fluctuations in the volume of funds invested 
in FHA-insured and VA-guaranteed mortgages as compared with the 
relative stability of the flow of funds into conventional mortgages. 

The rigidly fixed rates on FHA’s and VA’s have prevented these 
mortgages from effectively competing in the money market with al- 
ternative demands for money. The rates on conventional loans, in 
contrast, have been flexible and free to fluctuate with the market, thus 
attracting a steady flow of funds. 

This subject has been very fully discussed in the papers submitted 
to your committee, and I mention it only for emphasis. 

One further comment on FHA and VA interest rates. It has been 
maintained by some persons that the lower rates on insured and guar- 
anteed mortgages are justified because the Government bears most of 
the risk. Under somewhat different circumstances this might be s0, 
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but in the postwar years another risk has developed, a much more 
insidious one—inflation, Inflation has actually reduced the risk of 
loss due to foreclosure by rapidly increasing homeowners’ equities but, 
at the same time, losses due to falling purchasing power of the invested 
money have been increased. 

In other nations where inflation has persisted over a long period of 
years, interest rates have risen to cover a part of the capital loss. To 
some degree, at least, the present higher mortgage interest rates in 
this country reflect. this new risk. 

On the second question assigned to me—*What are the broad eco- 
nomic policy considerations critical to a determination of maximum 
limits of loan-to-value ratios and length of maturities in conventional 
loan programs and Government-insured or guaranteed loan pro- 
grams ?”—I have the following comments to make. 

Loan-to-value ratios and length of maturities are controlling factors 
in determining the amount of money required to finance a given volume 
of residential construction. Due in part to the easy terms made avail- 
able to home buyers in the postwar years, the total nonfarm mortgage 
debt outstanding has increased from about a third to a half of the 
total private long-term debt—in dollars, from about $23 billion in 


.1945 to an estimated $132 billion in 1958, nearly a sixfold increase. 


The price of housing has also been influenced to some degree by the 
very easy terms of home financing. Residential construction costs 
have outrun postwar price increases generally by a substantial margin 
and land suitable for residential development is now selling at several 
times its prewar price. 

A broad economic policy consideration is involved in these trends. 
Is it in the public interest to promote home financing terms in the 
years ahead so liberal that mortgages will continue to absorb such a 
large and increasing proportion of the people’s savings ? 

Partly as a result of the very high level of homebuilding, demands 
are growing rapidly for related public improvements which require 
long-term financing, such as streets and highways, utilities, schools, 
and many other types of local, county, and State public buildings. 
Then, too, if the standard of living is to continue to rise, business 
and industry must have access to large amounts of capital for equip- 
ment, machinery, and buildings. 

All these things must be financed and have to draw upon the same 
pool of capital. If more than a fair share of the long-term funds is 
funneled into residential mortgages, other equally important needs 
will find it difficult to obtain adequate financing. To try to invest 
more than is saved over any extended period of time by resorting to 
the direct or indirect use of bank credit has serious inflationary im- 
plications. 

A further comment on the second question. The housing market 
may be expected to offer a very different environment for new con- 
struction in the early sixties than in the years following World War 
II when many of the present policies with respect to home financing 
were formulated. I should like to spend just a minute or two con- 
trasting these two periods. 

At the end of the war, we were plagued with serious housing short- 
ages—shortages which were carried over from depression when many 
people couldn’t afford housing and those that developed during the 
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war when they had the money but the critical materials could not 
be spared. About 2 million families were doubled up because of 
housing shortages, and new family formations were soaring—partly 
because of men coming out of the service and partly because of the 
large number of young persons coming of marriageable age. 

People generally were in possession of substantial savings accumu- 
lated dur ing the war and the financial institutions such as the insurance 
companies, savings and loan associations, and banks had large aceu- 
mulations of Government bonds which they were anxious to exch: ange 
for mottgages and other higher earning investments. 

These were the conditions that existed at the end of the war—a 
“natural” for the housing boom which has provided over 13.6 million 
new dwelling units in the past 13 years. 

What a contrast the housing picture offers today—as we approach 
the sixties. 

Housing backlogs have been almost. completely exhausted, and 
shortages. exist in only a few areas where rent controls are still in 
force. Vacancy rates in “year-round, not dilapidated” dwelling units 
in most areas range from 3 to 6 percent, and the total vacancy of 
all units in the United States approaches 10 percent. (Bureau of 
Census, Housing Vacancies Bulletm Series H-111, No. 15, dated 
January 1959. Reported vacant dwelling units in the United States 
(average for 1958) as follows: Year round, not dilapidated 5.5 per- 
cent; dilapidated 1.2 percent; seasonal 3.2 percent; total vacant 9.5 
percent; and total occupied 90.5 percent.) 

Family formation is about half the rate of the early postwar years 
and not expected to increase very substantially until after the middle 
sixties. The great hoards of Government bonds held by the financial 
institutions at the end of the war long since have been reduced to 
normal levels, and there is no large surplus of funds seeking takers 
today. 

How should we interpret these great changes in housing conditions 
and what are the implications? I would interpret them as follows: 

Since the end of the war, it is estimated we have added about 14 
million dwelling units to the supply of nonfarm housing. This esti- 
mate makes only a nominal allowance for the additions. or losses of 
units due to conversions, demolitions, or other causes, but I believe 
the allowance is adequate. 

The 2 million families doubled up involuntarily because of housing 
shortages have found quarters. Surveys indicate that doubled-up 
families are near ing what is generally considered to be the irreducible 
minimum. 

Housing vacancies in “year-round, not dilapidated” units are at 
least. 2 million greater than they were in 1945 or 1946. (Estimates 
from NHA surveys in 1945 and 1946, and Bureau of Census, Housing 
Vacancies Bulletin Series H-111, No. 15.) 


Thus, it appears that about 4 million dwelling units have been. 


utilized since the oad of the war to pee the pr eviously doubled-up 
families and to provide an adequate vacancy reserve—what could be 
described as “nonrecurring” housing ated 

If we subtract these 4 million units from the 14 million units added 
to the housing supply during the same period, we could reach the 
conclusion that about 10 million dw elling units were utilized to meet 
the effective demand for housing which developed in the postwar 
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years. 
about 770,000 units, 


I realize the foregoing is an oversimplified analysis of a very com- 


This averages out for the 13 years to an annual demand for 


plicated housing market situation. It does not take into considera- 
tion the qualitati ive deficiencies, migration, spot shortages, and others— 
but. neither does it give weight “to the great improvements which 
have been made in the housing ‘supply in recent years due to rehabilita- 
tion and modernization which reduces the replacement needs. 

I make this simplified analysis to bring a little better perspective 
to the housing demand outlook for the early sixties in view of the 
estimates that the annual household formation will be about 100,000 
less than it has been in the years since 1950. (Census Bureau estimates 
appearing in Monthly Labor Review, February 1958, p. 143, quoting : 
“Average annual increase in households, 1950-57 was 856 000; average 
annual increase 1957-65, series II projection, 755,000.”) 

Arnold Chase, of the Bureau of Labor Statistics, an able public 
servant who is very well informed on matters pertaining to residential 
construction, reaches the following conclusion in an article on “Hous- 
ing Demand in the United States, 1957-65,” published in Monthly 
Labor Review, February 1958 : 

Pressure on housing demand from the physical factors appears destined to be 
less during the period from 1957 until 1965 than it has been during the past 7 
years, primarily as a result of the expected smaller increase in households but 
also because no further — ‘ant increase in the overall vacancy rate appears 
to be needed. Whether the Nation will maintain or increase the rate of new 


homebuilding in the years immediately ahead will depend to a larger extent, 
therefore, upon social and economic factors. 


He says further: 

It seems likely that the new housing market will be expanded and housing 
standards will be improved appreciably only if ways are found to hold down 
construction costs and, at the same time, maintain a quality product. 

The implications seem clear. The most urgent needs for housing 
have been met, and market demands are likely to be much less press- 
ing in the years immediately ahead. With new families—particu- 
larly husband and wife families—coming into the market in smaller 
numbers, the sale of new houses will depend toa much greater degree 
on second- and third-time buyers. These will be families who bought 
in the earlier years and have developed substantial equities by pay- 
ing down their mortgages. Many will own their properties free and 
clear. In most cases, they will have to sell their existing homes before 
they reenter the market, and this will mean refinancing their old 
houses. 

These second- and third-time buyers will be older, many in their 
thirties and forties, and more sophisticated. They are likely to have 
substantial amounts of cash from the sale of their old houses and, 
hence, will be in a position to drive harder bargains. 

These are some of the changes in buyer characteristics which along 
with lower family and household formation are expected to bring 
about a much more discriminating market in the early sixties. Such 
amarket should offer many opportunities to improve the quality of 
housing, but if these opportunities are to be realized building costs 
must be held in check. 

Now, I am going to skip most of what I have prepared and make 
only a few very brief comments on the third question relating to the 
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underwriting considerations critical to the determination of maxi- 
mum terms, because I know I have taken more time than I should. 
I only want to say that in view of the prospects for lower housing 
demand and the efforts which are being made to stabilize building cost 
trends that it does not seem to me that we will be justified in being 
quite as liberal-in loan-to value ratios and maturities on new houses 
in the future as we have been in the past. I say this, because we have 
been depending to a very great degree on a tight housing situation, 
rising costs, and inflation to make very high loan- to value, long-term 
mortgages sound from the underwriting viewpoint. If we are going 
to have more stable costs and prices in the years ahead, then such 
a policy becomes doubtful and likely to lead to serious losses. 

I have just a few conclusions which I regret to say are not included 
in my paper because I did not have time to have them typed. These 
are the conclusions I have reached from my study of credit terms 
and the demand for residential construction. 

If the volume of construction in the early 1960’s is to be maintained 
at satisfactory levels and also to be soundly financed, we shall have 
to depend, to a much greater degree on second- and third-time home 
buyers. As I have already pointed out, in most. cases they will have 
to sell their old houses before reentering the market. In order to 
stimulate the sale of these older houses, the gap which now exists 
between old and new home financing must be narrowed. 

This could be accomplished by easing old-house financing and 
tightening new-house financing to some degree. 

The present FHA and V A mortgage patterns were developed to 
greatly stimulate new housing to meet the serious shortages of the 

sarly postwar years. A grateful nation, anxious to reward its service- 
men as they returned from the war to face extremely tight housing 
market conditions, was justified in making very liberal terms av ail- 
able, terms which would give the veterans a preferential position in 
tight housing markets. 

‘E ventually, of course, nearly.as easy terms were made available to 
all new house buyers through the FHA mortgage loans. Perhaps this 
too was justified in view of the conditions existing at the time—that 
ig to say, extreme shortages, rising building costs, and inflationary 
trends in the economy generally. Under these conditions, the equities 
built up rapidly even in purchases with no dow npayments and the 
losses I must confess have been nominal. 

Now the shortages are gone, and we are still struggling to stop the 
inflation. Building costs and new-house prices can be stabilized, but 
not if we continue to lower downpayments and maturities with every 
round of cost increases. 

The next few years, when housing demands are expected to be less 
pressing, will offer a favorable opportunity to return to sounder pat- 
terns of mortgage lending. 

One way this can be ac complished without too seriously affecting 
new-house demand is by providing financing which will tempt more 
younger buyers coming into the market for the first time to purchase 
the used houses. This in turn would provide buyers for new houses— 
the second and third time buyers—who would be prepared to make 
larger cash payments and to accept sounder terms generally. 

I have in mind a situation for the housing market which might be 
analogous to what we have in the used car and new car market. 
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One further conclusion. The census estimates of household forma- 
tion in the early sixties show that there will be a much smaller pro- 
portion of new households composed of married couples and a much 
larger proportion, composed of single persons (mostly women), un- 
related persons, and broken families. This I believe will further aug- 
ment the growing demand for small rental units. 

It seems to me that some promotion along with better financing 
plans would help focus the attention of developers and investors on 
this increasing need for multifamily housing. Small garden apart- 
ments located in outlying or suburban areas would meet much of this 
need better than towers built i in congested city areas on very expensive 
land. Of course, the city located ‘towers with efficienc y apartments 
are much in demand and well suited to the needs of single people who 
want to be near their work. 

It would be fruitful, it seems to me, to have the FHA do some fur- 
ther research in this field with a view to evaluating the need and the 
potentialities. 

Thank you. 

Senator SPARKMAN. 

If you will just stay 
will appreciate it. 

Mr. Wood, we have your paper. 















Thank you very much, Mr. Badgley. 
at. the table until we hear from “Mr. 











Wood, I 


You proceed as you see fit. 






STATEMENT OF RAMSAY WOOD, BUREAU OF BUSINESS AND ECO- 


NOMIC RESEARCH, UNIVERSITY OF CALIFORNIA, LOS ANGELES, 
CALIF. 








Mr. Woop. I should like in this statement to summarize some of the 
conclusions that I think emerge from the paper submitted earlier to 
the subcommittee, and printed in the Study. 

Senator SPARKMAN. I will say it is a very fine paper, and we appre- 
ciate your letting us have it. 

Mr. Woon. Thank you very much, sir. 

I shall also try to indicate why conclusions of the sort I want to 
bring up here ought to be taken into account in the process of formulat- 
ing policies and programs for dealing with the problems anticipated 
for the 1960's. 

The first of these conclusions is that relaxation of mortgage credit 
terms tends to give rise to a higher level of real estate prices than 
would prevail without the relaxation. This does not mean that once 
terms have been eased, prices will rise continuously. In fact, the more 
likely result is that, as the relaxation became effective, prices would 
rise more or less sharply, remain near the new level for a period that 
would vary in length with a great many factors, and then decline. 
Except. under the ‘influence of factors not directly related to credit 
terms, this decline would not ordinarily be expected to take prices 
back to their original level. 

The second conclusion is that relaxation of credit terms is likely to 
bring about higher construction costs. The prices that can be ob- 
tained for new houses are or dinarily limited by the prices at which old 
houses are selling, so that if prices of old houses rise as a result of 
relaxed credit terms, the prices that can be charged for new houses 
are also likely to rise. In the first instance, of course, builders’ profits 
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will rise, but over a longer time landowners, materials suppliers, and 
building tradesmen are ‘likely to succeed in raising their prices and 
charges to a point where some of what was builders’ profit becomes 
cost. 

The third conclusion, and the last one I want to discuss specifically 
here, is that relaxation of mortgage credit terms tends to result in a 
smaller proportion of the saving represented by real estate being done 
by owners of real estate and a larger proportion being done by others. 
This comes about both because “relaxation” by definition has been 
taken to mean a lower downpayment or a lower monthly payment per 
$1,000 of mortgage—which will ordinarily mean a lower rate of repay- 
ment—and because relax: ition, so defined, discriminates against debt- 
free ownership and against debt calling for high rates of repayment. 

If we could expect a large excess of savings over demands for capital 

in the next decade, we might say that cone clusions of this sort do not 
matter. We could take the position that encouraging savers to make 
their savings available to mortgage borrowers would be better than 
leaving the savings idle. To the extent that a situation of this sort 
is more likely to be one of slack economic activity than of boom, we 
might also regard the price- and cost-raising consequences as desirable 
within limits. The discrimination against those who have already 
saved in favor of those who have not might be dismissed as an un- 
fortunaté consequence of the perverse te ndene y of people to save too 
much. Indeed, if the effect of credit relaxation in such a situation 
were to prevent prices and costs from falling as far as they would fall 
without the relaxation, cash buyers might be put at no disadvan- 
tage, as a matter of absolute position in the market. 

If, on the other hand, we expect demand for capital funds to be 
large in the 1960's, compared to supplies, we ought to be seeking to 
strengthen market forces and to devise public policies that will en- 
courage people to save more and to use accumulated savings as effec- 
tively as possible. In this case we cannot regard with equanimity 
market arrangements and public policies that tend to raise the prices 
of the things savings are used to buy. Neither can we lightly adopt 
policies that discriminate against the saver when it comes to deciding 
who is to have the enjoyment of such things. In other words, if 

savings are scarce, we are more likely both to make better use of those 

we have and to encourage people to make more available if we follow 
policies that give pr eference to savers than if we follow policies that 
give pr eference to borrowers. 

As you may have guessed, I feel that the decade of the 1960s is 
much more likely to be charac ter ized by shortage of savings than by 
surplus. I therefore feel it is particularly important that policy- 
makers such as this committee give serious consideration to the prob- 
able market consequences of changes in credit terms. 

In my paper and in my remarks today, I have tried to indicate that 
these consequences are more far reaching and subtle than appears on 
consideration solely of the arithmetic of monthly charges under vary- 
ing credit terms. 

Senator SparkMAN. Thank you very much, Mr. Wood. 

Let me ask you now, do you agree that interest rates are not so 
significant in relation to the demand for housing? T believe that is 
the statement that Mr. Badgley made. 
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Mr. Woop. Not so significant in the 
from all points of view? 

Senator SparKMAN. Yes. In other words, you said it was “how 
much down and how much a month.” 

Mr. Woop. I think there are very many kinds of people in this 
country, Senator. We used to speak of the New Englander who felt 
it was a mortal sin to be in debt at all and to whom interest was some- 
thing quite undesirable not only from his own point of view but from 
the point of view of the whole economy. 

We have also, I think, heard of people who feel that the more they 
cian borrow the more they can spend, the more they can enjoy, the better 
lives they will have, and that this is a very fine thing. 

In between I think we have a great var iety of people—on this score 
as well as on a great many other things. 

So I do feel that the market includes all of these points of view. 

If I may make a surmise—and you correct me if I am misinterpret- 
ing your thought—there has been a feeling, I believe, that houses can 
be sold to people who do not mind paying interest, let’s say, and so if 
the interest burden can be either minimized or concealed then selling 
will be easier. To this part of the market I think the answer to your 
question would be “Yes.” 

Senator SpARKMAN. That is a gimmick in selling generally, is it 
not ¢ 

Mr. Woop. I think so, yes. 

Senator SpaRKMAN. Package deals and concealed—I do not mean 
that in any bad sense—but “hidden,” I will put it—hidden costs, that 
are wrapped up in an attractive-looking package. That is part of 
selling generally, is it not, whatever the commodity may be? 

Mr. Badgley, I want to go back to one statement you made with 
reference to vacancy rates. 

Let me make it clear that I think I understand the figure that you 
used, approximately 10 percent. Do you mean of all units including 
those that are substandard—I believe the Census Bureau used the 
term “dilapidated” and also at summer resorts and beaches? 

Mr. Bapeiey. Seasonal property. 

Senator SPARKMAN. Seasonal units? 

Mr. Bapetey. Yes. The first figure I referred to, Senator, was 
the year- round not dilapidated units. 

Senator Sparkman. Yes, I know that. 

Mr. Bapetry. And that I believe that type of vacancy is only in the 
order of 5 or 514 percent. 

Senator SparkMAn. Yes. As a matter of fact, that is really the 
significant figure, is it not ? 

Mr. Baneiry. Yes, sir. 

Senator SpPARKMAN. Rather than the other? 

Mr. Bapeiry. Yes. 

Senator SparKMAN. According to the report of the U.S. Bureau 
of the Census, in the first quarter of 1959, the vacant units available 
for sale were six-tenths of 1 percent. The vac ant available for rent 
was 2.3 percent, which would make the total 2.9 ‘percent. 

It does give the other vacant units: Santen, 3 3.23 dilapidated, o. 
Then there is a category “Held Off Market,” of 2.3 percent. This 
table will be placed in ‘the record at this point. 
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Vacant dwelling units by conditions and status, for the United States: 1959, 
1958, and 1950 


(Percent distribution] 





| 1959, 


| lst : ve : | i there April 1956 
quarter | 4th 3d 2d Ist 
| quarter | quarter | quarter | quarter 


Condition and status 


All dwelling units ___- init , 100.0 100.0 100. 0 


| 
Year-round vatant: } | 
Not dilapidated ’ = 
For rent or for sale (available) 
For rent ‘ | 
For sale only | : .6 | ; 
Re nted or sold, awaiting occu- | 
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Source: Bureau of the Census. 


Senator SparKMAN. I really do not. know just what the significance 
of that column may be. But I was a little surprised w ith some of 
your figures relating to family formation. I notice, however, you 
cite a very good author ity for those family formations. 

However, “I think there i is a little gimmick in it that ought to be 
understood. The reference is made to the “average” number of fam- 
ily formations over the years 1959 to 1965. I think all of us realize 
that there will be a kind of a leveling off in : family formations during 
these next few years, but that it will start up rather sharply along 
about 1965 or perhaps as early as 1964. Don’t you agree with me on 
that? 

Mr. Banetey. Yes, sir; if economic conditions continue as favorable 
as they are now and young men continue to marry as early as they 
have in recent years. . I might say 

Senator Sparkman. I was about to ask if you thought the first ever 
interfered with the second. Certainly you have no ‘doubt as to the 
continuation of the second, do you 4 

Mr. ou Closely related certainly. 

But I do believe that we have gone through a period in recent 
years, unique in some respects, where a large number of yourig service- 
men were coming out of the war with veterans benefits ‘and marrying 
and then going ‘off to college to raise families while they got their 
education. I have no criticism of that situation, but I do believe that 
in the future young men will be more likely to defer marriage until 
their education is completed. If we are going to have a much larger 
proportion of boys in college and many taking advanced courses, I 
suspect that there might be a tendency in the future for the average 
age of marriage of young men to rise somewhat. It might go from 
its present approxim: ately 22 years up to as high as 24 years, about 
what it was in past per iods, more nearly comparable to what I would 
expect we will have in the years ahead. 

Senator SparkMan. Even 22 years would carry it to about 1967. 

Mr. Bapetry. Yes; it would. 

Senator Sparkman. And 24 years, to about 1969. 

Mr. Bavetry. The first flood of marriages will be about that time. 
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Senator Sparkman. In other words, the point I am trying to make 
is that we may reasonably anticipate a bulge in the latter half of the 
1960’s. Do you not think so? 

Mr. Bapve.ey. Well, I think the first bulge will be largely in the 
demand for rental units. 

Senator SpaRKMAN. Oh, well, I am not differentiating between 
rental and sales. Of course, I realize that in a question of mortgage 
money the problem would be mortgage money involved either under 
the conventional loan or under the FHA programs. The question of 
credit will be involved whether it is rental or home loan. 

By the way, in that connection you speak of more than a fair 
amount being channeled into home construction. Do you feel that 
there has been more than a fair amount percentagewise channeled 
into home construction over the last few years? 

Mr. Bapeiry. Well, in terms of what I see occurring today, I think 
that there has been. It seems to me that that is one of the broad 
economic considerations that we face. We cannot use the same pool 
of savings twice. We have to apportion it by some means. 

If we allow it to flow, as I have pointed out, into further inflated 
housing costs, while at the same time we have such increasing de- 
mands to provide the things that the housing boom makes necessary, 
such as schools and public improvements of all kinds—in every com- 
munity I visit one of the first questions asked is: “Where do you get 
money for local financing? We have got to have more new schools. 
We have got to have more new firehouses, more streets, more roads, 
more of all kinds of facilities”—and certainly if labor is going to con- 
tinue to receive every-increasing real wages, it means much more 
labor-saving machinery and equipment—lI think somehow or other 
these multitudinous demands upon the same pool of capital have got 
to be resolved. 

I fear if we allow housing to take all the funds that might be 
justified to improve housing as much as we would all agree ‘might 
be desirable if there were no money limitations, then some of these 
other needs will suffer—or if they do not, I fear we will resort to 
some variation of bank credit expansion and the inflation will be 
continued and the desired purpose will be defeated in the end. 

It seems to me you get into a kind of circular situation where you 
must have more money to finance the higher building costs and you 
have to follow an inflationary policy to get it and that makes still 
more money necessary. I feel that someplace it has to stop. That is 
why I put so much emphasis on the fact that there now are a lot of 
people who bought during the last decade and have made substantial 
payments on their mortgages who could come back into the market 
for larger or better houses if they could sell their present home on 
fairly liberal terms. They would have substantial amounts of cash 
for downpayments and could drive harder bargains with the builders. 
This would tend to keep prices in check. 

I think one thing that has invited the high costs is the fact that the 
builders with a pac ckaged mortgage de »al offer the purchaser a ready- 
built house on a “take it or leave it” basis with no opportunity for 
the purchaser to bargain and little or no cash to bargain with. 

Senator SparKMAN. I would certainly agree that a balance must be 
preserved, but it seems to me that we have every reason to antic ‘ipate 
that with the increase in population there will be an expansion in all 
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of these fields, including expansion of savings, and that if we could 
maintain the present allocation percentagewise of savings, I am not 
so sure but what we are ina pretty good balance now as bet ween heavy 
construction and home construc tion and those things that usually are 
associated in this particular field. 

But do you agree generally with the statement Mr. Badgley made, 
Mr. Wood, or would you have some different comment to m: ake ? 

Mr. Woop. To « large extent I think the judgment of fairness be- 
comes one—at least as I think of it—of how the economy is able to 
cope W ith rt. 

One of the first things we learn when we study economics is that 
man’s wants are insatiable. Sometimes we feel we want to qui ilify 
some parts of that statement. But, by and large, especially in our 
modern society, people would like more ‘of the good things of life, and, 
by and large, they strive for this. This means expenditure of resources. 

If they want more of one thing than another, we would expect 
that they will indicate this in a market so that the resources will come 
in to satisfy them. If we want to change this preference, or if the 
people themselves want to change this scale of preferences, then they 
get the change in the allocation of resources largely by a market 
proce ess. 

At some times we have to make these allocations by a different 
means. For example, when we fight a war, we say: “Regardless of 
how many movies you would like to see or regardless of how many trips 
you would like to take into the country by automobile, you are going 
to have to do with less because we have other things to do.” 

And part of the problem of fighting a hard war is that such a large 
proportion of resources has to be redirec ‘ted, and, after a while, as we 
found a few years ago, the pinch becomes very great, and the economy 
has more and more diftic ulty in accommodating itself to this kind of 
change. 

I hope I am not going to far around to say that it seems to me that 
this is part of the issue we have. All the wealth of the country does 
represent savings. We may make an exception for some expansion 
of bank credit, but without being too technical I think it is true to say 
that, by and large, all of the wealth that we enjoy day in and day out 
represents savings. Most of this wealth we cannot change much. 

But the wealth does turn itself over bit by bit, and to that turn- 
over is added new saving that is currently done. This is re: ally what 
we have available in any short time to use to redirect resources and 
to get new output. 

Senator SparKMAN. The point is that the economy normally will 
balance itself. These things will be taken care of as it does this bal- 
ancing. Is that right? 

Mr. Woop. I think that is generally so, and this is the kind of econ- 
omy we all hope for and try to work for. 

Senator SparKMAN. That is right. 

Mr. Cash ¢ 

Mr. Casu. Mr. Wood, could any argument be made that savings will 
occur through indebtedness being repaid on a home that might not 
otherwise occur in the case of a considerable segment of the popu- 
lation ? 
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In other words, is there a sizable segment of our population which 
could be forced to save, so to speak, given sufficient opportunity to pay 
back a long-term, low downpayment r home loan ? 

Mr. Woop. Over the long period I think this is true. The initial 
act though of incurring the debt is one ordinar ily of using someone 
else’s savings. And over time the repayment of that debt may very 
well represent net additional accumulation of savings to the economy 
as well as to the individual. 

Mr. Casn. Then an argument like that could be made? 

Mr. Woop. Oh, yes. ° 

Mr. Casu. And would have some validity ? 

Mr. Woop. Surely. 

Mr. Bapetry. May I make one comment on that which confirms 
what you say? That is, I have observed in so many cases that when a 
man dies all he leaves by way of worldly wealth is what he saved 
through regular payments on the home, and, of course, his life in- 
surance. 

Senator SparKMAN. Thank you very much, gentlemen. We appre- 
ciate your presentation very much. 

The committee will stand in recess until 10 o’clock tomorrow 


morning. 

Thank you very much. 

(Whereupon, at 12:40 p.m., the subcommittee recessed, to reconvene 
at 10 a.m., Friday, May 15, 1959.) 
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FRIDAY, MAY 15, 1959 


U.S. SENATE, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON HovusiNe, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New Senate 
Office Building, at 10:08 a.m., Senator John J. Sparkman (chair- 
man of the subcommittee) presiding. 

Present: Senators Sparkman and Muskie. 

Senator SparKMAN. Let the committee come to order, please. 

Other Senators are planning to be here later, but I think we had 
better get started in order that we may have plenty of time for the 
witnesses. 

We continue this morning the hearings which we started yesterday 
on the general subject of the supply of mortgage credit which may 
be needed in the 1960’s. It is our purpose today to consider two 
subjects. 

The first subject concerns changes in the inventory of households 
which may occur over the next 10 years. Our witnesses on that par- 
ticular subject are: Dr. Elmer C. Bratt, head of the department of 
economics and sociology at Lehigh University; and Dr. Paul C. Glick, 
Chief of the Social Statistics Branch of the Population Division in 
the Census Bureau. 

The second subject deals with changes in the inventory of dwelling 
units, and the witnesses who will discuss this subject are: 

Prof. Sherman J. Maisel, Bureau of Business and Economic Re- 
search at the University of California; and Mr. David Gillogly, 
research fellow in the Bureau of Business and Economic Research at 
the University of Miami. 

I would like to call them up in pairs according to the subjects. 
Therefore I will ask Dr. Bratt and Dr. Glick to come around, if they 
will. 

We have the papers that both of you submitted. Of course, those 
will be placed in the record as you have submitted them. You may 
proceed to read them or discuss them or handle the subject in any 
way that you wish. We are glad to have you with us. 

Dr. Bratt, we will call on you first. 


STATEMENT OF DR. ELMER C. BRATT, HEAD OF THE DEPARTMENT 


OF ECONOMICS AND SOCIOLOGY, LEHIGH UNIVERSITY, BETHLE- 
HEM, PA. 


Dr. Bratr. Mr. Chairman, with your permission, I think I will 
read my statement as it stands. 
Senator SpARKMAN. Very good. 
47 





18 STUDY OF MORTGAGE CREDIT 


Dr. Brarr. I will welcome interruption at any time anyone wants 
to ask questions. 

Senator SPARKMAN. Thank you. 

Dr. Brarr. If interest lies merely in a broad estimate of the growth 
in total households to be expected to 1970, I can say with consider- 
able confidence that we may expect a growth of some 10 million house- 
holds—from slightly more than 50 million now to more than 60 
million in 1970. While any effort to be more precise is likely to get 
into a greht deal of detail and may not be very rew arding, something 
needs to be said as to why we may accept such an estimate as reason- 
able. The basic work lies in estimates of the Bureau of the Census. 

The Census, however, deals in secular-trend projections (although 
more complicated than most secular trends), and has not found it de- 
sirable or possible to delve into their plausibility. I take it that the 
principal reason for asking me here is to outline the problem of stat- 
ing the plausibility we can attach to the household projections and of 
indicating possible revisions which might increase their plausibility. 

I can illustrate the Census work by the series B projection of house- 
holds, which I am employing in laying the foundation for a forecast. 
Beginning with estimates of surviving population to establish levels 
against. which percentage projections can be applied, percentages, as 
shown by projection of experience in this decade, are developed for the 
following demographic series: Percent single, percent ever married, 
percent who are household heads; percent w sho are secondar y and sub- 
family heads, and percent who are secondary individuals. To com- 
plete the picture, inmates of institutions are projected at the 1950 
percentage and the number of persons living in quasi-households, such 
as in hotels and rooming houses, are projected at the 1956-58 per- 
centage of the relevant group. 

The percentage trends obtained are not published, but some judg- 
ments on plausibility can be developed by studying the resultant pro- 
jections for different household types. Three- fourths of the total are 
of the husband-wife type. The projected increase to roughly 45 mil- 
lion in 1970 should be checked against projection of the number of 
married couples, number in the labor force, implied age at first mar- 
riage, and other relevant data. Series B assumes a very slight dee ‘line 
in age at first marriage, while series D assumes no decline and projects 
to 114 million less households than series B in 1970. Some persons 
apparently question continued decline in the marriage‘age, but T have 
no sufficient reasons for questioning any of the rel: ationships I have 
been able fo develop in studying the series B projection. I would 
feel more comfortable, however, if I were supplied the percentage 
trends employed. 

Other male- and female-head families represent about 10 percent 
of the households. My conclusions are about the same for these house- 
hold types, although, as a minor point, I am not certain but that 


slightly too many of the individuals involved are projected in sec-: 


ondary families and subfamilies as a result of using constant percent: 
age relationships. My computations on earlier projections indicated 
this to be true. 

Primary individual households comprise the other 15 percent, and 
those headed by females represent the most. r: pidly growing type. 
These households are a relatively small group when income st andards 
are restricted. In 1940 they included less than 10 percent of total 
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households. Another characteristic is the extent to which female 
heads have come to predominate, rising from about the same number 
as male heads in 1940 to more than twice as many now. In addition 
to rising standards of living, these households have increased because 
of increasing adequacy of old-age benefits. The slower growth of the 
male-head type is largely accounted for by the greater tendency for 
males in the upper age groups who become single to marry younger 
females and by the lower life expectancy of upper age males. 

If these generalizations are correct, the Census projection of female 
primary-individual households is to be seriously questioned. ‘The 
Census projection published August 31, 1956, assumed the percent 
who are household heads to increase at a secular trend rate projected 
from the 1950-55 period for the series which, in general, appears to 
be most comparable to the one now designated as “B”. The assump- 
tions for the B series are that one-half of the trend shown from 1950 
to 1956-58 will prevail from 1957 to 1965, and one-quarter of the trend 
from 1965 to 1975. As a result of the difference in assumptions, that 
is, principally from the same rate of changes in the base period to 
this proportion of the total rate, the number of female primary-in- 
dividual households projected for 1970 is a million less than the figure 
published in 1956, although the new projections on the whole are 
slightly higher than the earlier ones. In my memorandum published 
in the committee print, Study of Mortgage Credit, p. 5, I noted that 
the earlier projections of primary-individual households were prob- 
ably too low. The revised figures on primary-individual households 
appear to me to be still less plausible. It might be noted that the 
new projection for primary individuals labeled series “A” produces 
figures quite similar to the earlier series by projecting the full rate of 
change from 1950 to 1956-58 until 1965. While this is true, the aver- 
age user is unlikely to add projections of some household groups from 
one series and others from another series. 

I argue that higher standards of living accelerate the formation of 
households, and by conservative estimate, the standard of living will 
rise some 25 percent between now and 1970, Evidence on the increase 
in number of households with rising living standards is provided by 
the decline shown in persons per household—over 20 percent from 
1900 to 1950. Currently, the more pertinent figure is the number 
of persons 18 years and over per household because this largely elimi- 
nates the effect of changing size families with shifting fertility levels. 
The Census projections : show the household size on this basis virtually 
unchanged to 1970, although it declined from 2.31 in 1950 to 2.15 in 
1958, At the present time a fifth of the family members 18 years of 
age and over are additional to husband and wife, or over 20 million 
pene. This number increases to over 24 million in the 1970 series 

projection. The group may be described as persons who might be 
household heads but are not. About 40 percent lie in the 18-to-24-age 
bracket, and we may assume for convenience that none of this portion 
of the group will become household heads before 1970. This leaves 12 
million persons in 1958 and about 14.5 million in 1970. It seems con- 
servative to me to assume that with expected rising standards of liv- 
ing, the number of unattached adults living in family groups will not 
increase between now and 1970. Asa result, I would add 2.5 million 
to the Census estimate of those living in primary-indiv idual house- 
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holds. Some of these may be expected to live toge ‘ther, but the assump- 
tion would add 2 million to the Census projection of households. 

Series B projection of total households comes to 61 million in 1970, 
and, by this reasoning, I would fix the figure at 63 million. This 
includes farm households, and the Census projects these to decline 
by 1 million from now to 1970, so that nonfarm households would in- 
crease more rapidly than the total. A 14-million increase in non- 
farm households is mdicated, contrasted with an increase of 13 million 
in total hotiseholds. 

Without examination of the working papers employed by the Census 
and without a thorough analysis of certain questions like the probable 
change in age at first marriage, this cannot be considered an effective 
forecast. For instance, one might conclude that the age at first mar- 
riage will rise enough to offset the increase suggested in primary- 
individual households, although deferred marriage would increase 
the potential number of individuals wishing to form primary-individ- 
ual households. I have raised questions regarding the adv isability of 
aeons on the basis of projections whic h do not pretend to be fore- 

asts when no examination is made of their plausibility, but have not 
bie l the time or resources to make an exhaustive enough study to pro- 
vide a definitive forecast. 

I was asked to comment on the migrational effect on demand for 
housing, but I have been able to do no more than touch on the ques- 
tion. New household formation produces demand for dwelling units 
comprising only about 60 percent of total housing expenditure, and T 
can only provide a clue as to the regional distribution of the demand 
for the ‘dwelling units required. A crude estimate is obtained by «lis- 
tributing the increase in dwelling units by the regional distribut! ion of 
the increase in adult population as shown in accompanying table. 

To obtain the 12 million total increase in nonfarm Lioupelolida I 
have added the 9.2 million increase in Series B from 1960 to 1970 to 
slightly less than 1.million to allow for shift from farms, and to a 
ae 2 million correction for inerease in persons who might be house- 
hold heads but whe the Census series does not so classify. The per- 
centage distribution differs only slightly from the one presented in 
the earlier committee print study, although it is founded on projected 
population changes from 1960 to 1970 r: ather than from 1955 to 1970. 
As with the earlier distribution, questionable results are obtained with 
regard to the proportion alloc: ated to the east-south-central region. 

‘A more thorough analysis would provide separate detailed ¢ -onsider- 
ation of the migrational effect, the possible sensitivity of primary- 
individual households in ‘apidly growing areas, and the relationship 
indicated by known recent geographical shifts in industrial activity. 
Aside from the distribution of households, the changing geogré tphical 
distribution of summer and vacation homes may be import: nt. Also, 
it is possible that, in smaller geographical areas than I have employed, 
some increase in idle houses in outmigr ation areas may lead to a small 
increase in overall housing demand. 

(The table referred to follows :) 





STUDY OF MORTGAGE CREDIT 51 


Increase in households, 1960-70, distributed geographically in accordance with 
the distributed increase in adult population 


| 


Percent of | Increasein | | Percent of | Increase in 
Region adult popu- households ag | adult popu- | households 
jlation incre: ase} in millions lation increase} in millions 


New England 0.5 || East-south central_- 3 | 0.4 
Mid-Atlantic. | 1.7 || West-south central 

East-north central _ 2 2.8 || Mountain 

West-north central. __|} § -6 || Pacific_-- 

South Atlantic Pt | 1. 

] Total_-.--- 

i 


Senator SparkMAN. I note with interest the table shows the in- 
crease distributed geographically in accordance with the distributed 
increase in adult population. 

Dr. Bratt, this is a very interesting and informative presentation. 

| wonder if we might proceed immediately with Dr. Glick. Since 
you seem to question some of Dr. Bratt’s tables, in his paper in the 
study, we might have a discussion between you as to some of the 
things you have brought out. Dr. Glick. 

Dr. Bratr. I think that would be preferable. 

Senator SPARKMAN. Fine. 

Dr. Glick, will you proceed ? 

Senator Muskie came in at the beginning of your presentation. 
Senator Muskie, Dr. Bratt did suggest that he was willing to have us 
break in at any time with questioning. But I thought perhaps we 
would get. a better presentation if we let Dr. Glick come in immediately 
in order that we may have both viewpoints. 

Senator Muskie. We may get some idea from Dr. Glick that we can 
ask Dr. Bratt about. 

Senator SrparkMAN. Perhaps they will question one another. I 
hope you will just feel free to make it a roundtable discussion. 

May I say this: What we want is to make an informed judgment 
regarding housing needs that will result from this increase in house- 
holds. Therefore, I hope that each one of you, either in connection 
with your direct statement or later in the course of the questioning, 
will help us insofar as you can to form an opinion as to what addi- 
tional requirements for housing units will be over these years. 


Allright, Dr. Glick. 


STATEMENT OF DR. PAUL C. GLICK, SOCIAL STATISTICS BRANCH, 
POPULATION DIVISION, BUREAU OF THE CENSUS, DEPARTMENT 
OF COMMERCE 


Dr. Grick. Mr. Chairman, I believe I will follow the same pro- 
cedure that Dr. Bratt has and read my prepared statement. 

Senator SparKMAN. That is fine. 

Dr. Grick. Last fall, the Bureau of the Census transmitted to the 
Subcommittee on Housing of the Senate Committee on Banking and 
Currency four series of household projections, cov ering the period up 
to 1970, which were printed in the study. Each series was based on a 
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different set of assumptions regarding future changes in population 
growth and in the tendency for persons to marry and to establish 
separate households. These figures are shown at the end of this state- 
ment in table 1. They are ii predictions with a stated likelihood of 
occurrence but, rather, the 1 esults of arithmetic computations in which 
past trends and reasonable assumptions about future changes are 
combined. 

It is a matter of judgment as to which of the household series is 
the best one to use. If the user believes conditions will be conducive 
to rapid.growth in the number of households, he is likely to choose 
series A or series B; if he thinks that. conditions will be less favorable, 
he may choose series C or D. 

The projections to 1970 were prepared as a part of a larger study in 
which the projection period was extended to 1980. That study was 
published in the Census Bureau’s Current Population Reports, Series 
P-20, No. 90, “Illustrative Projections of the Number of Households 
and Families: 1960-80,” dated December 29, 1958. The following 
statistics are from that report. 

(The table referred to follows :) 


Projections of the number of households in the United States 


[In thousands] 





| Number of 


& 
| 


Average | Average annual increase over preceding date 
households | annual in- | aa es , 
Date | in the crease over Date ap | | 
United | preceding Series A | Series B Series C | Series D 
| States | date 
s a en ee co ee 4 ade 
| | r | | 
April 1930 29, 905 ; _| July 1960_- | 883 | 644 529 || 414 
April 1940_____- 34, 949 | 504 | July 1965__| 1,018 | 840 | 739 | 643 
eee 39, 107 594 | July 1970_. 1, 083 1,004 | 876 | 850 
March 1950 potl 43, 554 1,525 | July 1975 | 1, 277 | 1, 182 | 1, 043 | 1,017 
March 1958_____-_| 50, 402 | | 1, 338 | 1, 216 1, 128 | 1, 096 
| 


856 | July 1980_- 


| ' 





Note: The number of farm households (in thousands) was 6,729 in 1930, 7,152 in 1940, 6,434 in 1947, 6,275 
in 1950, and 5,178 in 1958, as shown in table 2 of Current Population Reports, Series P-20, No. 92, ‘‘Estimates 
of the Number of Households in the United States: 1900-58,"’ dated Mar. 5, 1959. 


Dr. Guick. Though I will not read these numbers, you will note 
that during the 1940's the average increase in the number of house- 
holds was about a half million. That rose to about 600,000 during 
the early part of the 1940’s and to the very large number of a million 
and a half per year during the last three years of the 1940’s. Since 
1950 the increase has been about 850,000 per year, and the series pre- 
sented in the right-hand part of the table shows the household in- 
creases extended for the 1960's and 1970’s 

The projections of the number of households discussed here are the 
fifth set prepared by the Bureau of the Census since 1943. In each 
instance, the projections were brought up to date, in large part, for 
the use of persons who were directly or indirectly concerned with 
prospects for future growth in the demand for housing. Projecting 
the number of households is equivalent to projecting the number of 
occupied dwelling units, because a “housshold” is the person or group 


that is, a house or an apart- 


of persons who occupy a “dwelling unit,” 
ment. 

Results obtained in the process of developing the household projec- 
tions have been found quite useful to research workers and administra- 
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tors in the assessment of components of change in the number of 
households. The statistics have thrown light on the extent to which 
the pattern of future growth in the number of households may differ 
from that in the past. During the pened since 1950, for instance, 
the growth in the number of households has been more heavily 
weighted than usual by increases in the number of older persons who 
have established households or who have continued to maintain house- 
holds far beyond the age at which their parents kept up a home of 
their own. On the other hand, analysis of recent changes in house- 
hold composition indicates that during the decade of the 1960’s more 
of the increase will occur among young persons who are establishing 
homes at, or soon after, marriage. Despite this fact, the growth in 
the number of households with the head 55 years old and over will 
probably still account for close to half of the total increase in the 
number of households during the earlier half of the 1960’s. 

These facts suggest that the effects of the forthcoming marriage 
boom—which will follow by some 20 or 25 years the baby boom of 
the 1940’s—plus the more rapid increase in the older population than 
in the population of intermediate ages, will be among the dominant 
factors in determining the components of growth in the number of 
households during the coming decade. The facts also have significant 
implications for the type of housing in demand during the early 
years of the next decade because of the fact that neither young nor 
older heads of households have as large families, on the average, as 
those of intermediate age. 


ASSUMPTIONS UNDERLYING THE PROJECTIONS 


The figures in the accompanying table shows four different levels 
of projections for each date. These four levels are based on the as- 
sumption that economic conditions will be generally favorable dur- 
ing the period covered. They do not take into account the possibility 
of any revolutionary change which would unexpectedly lead people 
to set up separate living quarters or to “double up” in the housing 
accommodations of others. 

The method used in developing the projections involves a large 
number of steps but amounts essentially to the following: The per- 
cent of persons of each age, sex, and marital status group who are 
heads of households is projected into the future on the basis of past 
experience; this percent is applied to the population of future dates 
as projected in an earlier study which was made by the Bureau of 
the Census and published in Current Population Reports, series P-25, 
No. 187, “Illustrative Projections of the Population of the United 
States, by Age and Sex, 1960 to 1980,” dated November 10, 1958. 

Series A and B of the household projections—the two highest 
series—are based on series II of the population projections, and series 
C and D of the household projections—the two lowest series—are 
based on series III of the population projections. Series IT of the 
population projections was the next to the highest projection, and 
series ITT was next to the lowest. 

Series A, B, and C assume varying degrees of increase in the pro- 
portion married in each age group in future years; series D assumes 
no change from the current marital status distribution by age. In 
general, the basic assumption in series A was that the trend during the 
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1950's toward an increasing proportion married would continue in- 
definitely into the future. The basic assumptions underlying series B 
and C were that the increase in percent married would be less than 
that for series A during future years. 

The followiig assumptions were made with respect to the future 
trend in the percent of persons who will be heads of households in 
future years. These assumptions were applied with each age, sex, 
and marital status group. 

Series A—The average annual change from 1950 to 1957 in the pro- 
portion of persons in each age group who were household heads was 
assumed to continue to 1965. One-half this average annual change 
was assumed for the period 1965 to 1975. One-quarter this average 
annual change was assumed for the period 1975 to 1980. 

Series B—One-half the average annual change from 1950 to 1957 
was assumed for the period 1957 to 1965. One-quarter of this change 
was assumed for the period 1965 to 1975. It was assumed that no 
change would occur after 1975. 

Series C.—One-quarter of the average annual change from 1950 to 
1957 was assumed for the period 1957 to 1965. It was assumed that 
no change would occur thereafter. 

Series D.—The 1957 proportion of persons in each age group who 
were heads of households of a given type was assumed to continue to 
1980. In view of recent changes, this is a conservative assumption. 


HIGHLIGHTS OF THE PROJECTIONS 


According to the highest of the four projections (series A), the 
number of households in July 1980 will reach 76 million and, accord- 
ing to the lowest projections (series D), 69 million. The most recent 
survey figure is 50.4 million households for March 1958. In percentage 
terms, the increase over the 22-year period may range from 38 to 51 
percent. 

The growth in number of households is not likely to be uniform 
during this period. Three of the four series show a smaller average 
annual growth from 1960 to 1965 than the estimated annual growth 
from 1950 to 1958 (856,000). After 1970, on the other hand, each of 
the four series shows considerably greater average annual growth 
than that occurring during the present decade. 

Current increases in the number of households would not have been 
so high if rates of household formation had not been increasing; popu- 
lation growth alone has accounted for only two-thirds of the net in- 
crease in the number of households since 1950. 


FARM AND NONFARM HOUSEHOLDS 


At the request of the subcommittee, figures were prepared on the 
number of farm and nonfarm households, ’ by single years, up to 1970. 


These projections were based on the assumption that the number of : 


farm households will decline by the same percentage during the 1950's 
and during the 1960’s, as during the 1940°s. Because of the long- 
time decline in the number of farm households, the growth in the 
number of nonfarm households has been greater than the increase in 
the total number of households. This fact is of special significance to 
those who are interested especially in the probable future growth In. 
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the number of nonfarm households, inasmuch as the projections show 
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a continued decline in the number of farm households. 





RELATION BETWEEN HOUSEHOLD GROWTH AND HOUSING DEMAND 









It is appropriate to observe that the increase in the number of 
households during future years may not be identical with the volume 
of housing construction during that period. The number of housing 
units constructed is likely to differ from the net increase in occupied 
dwelling units because of a possible change in the number of vacant 
housing units, the need to replace existing units that will be de- 
molished, and a possible change, and through conversions or mergers, 
in the number of dwelling units in existing structures. Large-scale 
migration of the population may result in vacancies in some areas and 
create a demand for housing in others. Throughout a period of sev- 
eral years, the growth in the number of households is generally due 
largely to population growth and, at the same time, constitutes the 
main ingredient in the long-range demand for housing construction. 

Short-range fluctuations in housing demand, however, may be much 
more closely related to changes in other factors, such as variations in 
the level of economic conditions. 
(The table referred to follows) : 


Projections of the number of households for the United States, farm and nonfarm, 
July 1959 to 1970 


{Numbers in thousands} 














| Number of households | Number of households 
Year and saa aes a Year and a ok Sa Cee tee ee 
residence | | residence | | 
|! Series A A Series B | Series C | Series D Series A | Series B | Series C | Series D 
a . _— a later aera aegis alain quemeetetiniils 
4 | | | | | 
Total | | Nonfarm— | 
1959 -| 51,607 | 51,280] 51,124 | 50,967 | Con. 
1960_ 52, 425 51, 877 51, 614 | 51, 350 | 1966_- : 53, 565 52,181 51, 376 59, 671 
1961 _ 53,088 | 52,424 52,096 | 51,769 1967. - 54, 726 53, 265 52, 341 51, 611 
1962___ | 54,093 | 53,253 | 52,826 | 52,403 1968.......| 56,067 | 54,515 53, 451 | 52, 690 
1963_ 55, 275 54, 227 53, 683 | 53, 149 1969___- | 57,137 | 55,513 54, 334 53, 549 
1964 | 56,483 | 55,224] 54,561 | 53,912 1970_ | 58,339 | 56,634 | 55,332 54, 521 
1965. 57, 517 56,076 | 55,311 | 54, 565 Farm: } 
1966_ 58,477 | 56,966 | 56,087 | 55,318 1959.......| 5,470 5, 436 5, 419 | 5, 403 
1967.......| 89,550 57, 960 56, 954 56, 160 | 1960_ 4 5,400 | 5,343) 5,316 } 5, 289 
1968 _.| 60,810 | 59, 127 57,973 | 57,148 | ek... 5, 256 5, 190 5, 158 5, 125 
1969 | 61,837 | 60,079 | 58,803 | 57,954 |) 1962_ 5, 193 5, 112 5, 071 5, 031 
1970 62, 933 61, 094 59, 689 | 58, 814 1963_. », 141 5, 043 4, 993 4,943 
Nonfarm: | 1964_ 5, 083 4, 970 4,910 4, 852 
1959.......| 46,137 | 45,844 45,705 | 45, 564 1965 _- | 5, 004 4,879 4,812 4,747 
1960 | 47,025 | 46,534 | 46,298 | 46,061 || 1966__. 4,912) 4,785] 4,711 4, 647 
1961 | 47,832) 47,234] 46,938 | 46, 644 | 1967_ 4,824 4, 695 4,613 4, 549 
1962_... 48, 900 48, 141 47,755 | 47, 372 | 1968 _- aot 4,743 4, 612 4, 522 4, 458 
1963 50, 134 49,184 | 48, 690 | 48, 206 || 1969_ hs 4, 700 4, 566 4, 469 4, 405 
1964....._-| 51,400 50,254 | 49, 651 49, 060 |! 1970_ 4, 594 4, 460 4, 357 4, 293 
1965. 52, 513 51,197 | 50, 499 | 49, 818 | 


1 ! 





Senator SparKMAN. Thank you, Dr. Glick. Have you any comment 
tomake regarding Dr. Bratt’s statement that he thinks your estimates 
ire—I think I would be safe in saying—too conservat ive? You point 
out ee that in some instances ‘they are conservative estimates. 

Dr. Guick. Let me s say that our lowest series, which Dr. Bratt did 
hot comment on, assumes that the status quo will continue into the 
future. That means that people won't get married any more exten- 


sively than in 1957 and they will not set wp homes any more extensively 
than they had in 1957. 
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Senator SparKMAN. You are speaking percentagewise ? 

Dr. Guick. This is percentagewise, correct. This should be viewed 
in the light of the fact that through the last couple of decades there 
has been a steady upward trend in the proportion of persons who have 
married and in the proportion who set up their own homes. So if you 
just bluntly break off that trend, we say that is a conservative assump- 
tion 

Senator SparKMAN. Which series would that be / 

Dr. Guiek. That is D. That is the very lowest. 

Senator SparkMAN. That is the one you particularly pointed out as 
being conservative / 

Dr. Guick. That is correct, and all the other assumptions are that 
there will be at least some further additional change upward in the 
tendency to marry and to establish new homes. 

Senator SparKMAN. May I ask you in that connection, why would 
there be a tendency upward when as a matter of fact, during the years 
during and following the war there was a rather sharp increase, was 
there not, in that tendency / 

Dr. Guick. That is correct. 

Senator SpaRKMAN. Are you assuming that the curve of that sharp 
increase will continue approximately the same? 

Dr. Guick. Not approximately the same as during the war years 
but during the 1950's. 

Senator SpaRKMAN. Well, 1950 and 1957 was the figure you gave / 

Dr. Guick. That is right, sir. 

Senator SparKMAN. In other words, it had more or less leveled off 
at that point? . 

Dr. Guick. There was a movement onto a new and higher plateau 
during the 1940’s. That is why we don’t develop our projections by 
tracing trends since the 1930’s or earlier; we are now in a different 
kind of a period. 

Senator SparKMAN. I notice you start your projections as of 19438. 

Dr. Guick. That is the first time that we ever made projections. 
That was during the war. We liad various people who required them. 

Senator SpaRKMAN. Let me ask you, what has been your experience 
as to the accuracy of those projections. 

Dr. Guiicx. Before coming here this morning, I looked back at our 
experience. I found that the projections we put out in 1952, which 
were based on a methodology very much like the one used here, came 
up with a figure for March of last year (the last date that we have 
actually made a measure) that was within 63,000 of the 50 million 
households we actually measured for that date. This is the highest 
projection that came within that much. We did have a medium 
estimate and a lower estimate which undershot the actual. 

Senator SparKMAN. Could you give us the extent to which the other 
two projections were off, each one of them, roughly ? 

Dr. Guick. The medium projection was low by about a million 


over the 8-year period. The low een, which assumed the con- 


tinuation of 1952 rates of household formation was still lower. 
Senator Sparkman. Do you think it would be reasonable, then, for 
us to draw the assumption that based upon that experience, series A 
would be the most accurate ? 
Dr. Guicx. I draw this inference from Dr. Bratt’s analysis. He 
has started with a discussion of series B, and he has come up with 4 
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conclusion that the estimate should be something like 2 million higher, 
but series A is 2 million higher than series B. Unless I misunderstood 
him, he is really saying that series A fairly well coincides with his 
projection for the future. 

Senator SrparkMAN. What do you say to that, Dr. Bratt. 

Dr. Brarr. I think, to clear this up, it 1s going to require getting into 
a basic problem. 

Senator SpARKMAN. Senator Muskie has suggested that it requires 
a slide rule. 

Dr. Brarr. I think it requires a little more than a slide rule, I 
think it indicates a problem of understanding basic concepts. If you 
would permit me to spend a few minutes to go into this, I think I 
might clear this up a little bit. May I dothat? 

Senator SPARKMAN. Go right ahead, sir. 

Dr. Brarr. It is true, as Dr. Glick says, that the figure I come out 
with is essentially the same as his series A, in total, but not in parts. 
My methodology on this is to try to understand what the plausible 
changes will be in the different types of households that will be formed. 
I don’t think there is a difference in optimism or pessimism, neces- 
sarily, Mr. Chairman, that I have reservations. There is no basis for 
saying the figures are correct or incorrect, but I do have reservations 
as to whether or not the age at first marriage of women will decline. 
I just don’t know. Series B assumes this. 

Senator SparKMAN. May I say at that point that Mr. Badgley, of 
the Mutual Life of New York, yesterday stated the assumption that 
the marriage age would go up rather than down, I think perhaps 
that is based on the fact that so many have referred to, the case of 
boys returning from the service being able to go to school under the 
GI bill and being financially able to get married, with both of them, 
perhaps, attending college and forming the family while going to 
school. That many of those left alone, without the aid of the GI 
bill, would not be financially able to get married and that might cause 
it to go up. 

I did not ask Mr. Badgley what would happen in the event a piece 
of legislation that is being seriously considered right now to extend 
those benefits should be enacted into law. I refer to the proposed 
legislation to extend the GI education and housing benefits to post- 
Korean veterans. 

Dr. Brarr. Mr. Chairman, if you will permit me to say so, I think 
that this illustrates very well the point that I am trying to make, that 
one does have to go behind what the census sets up as projections. 

Let me say I have no objection whatsoever to the census putting 
out only projections and not forecasts. On the other hand, I think 
it is a serious error for people using these figures to assume that they 
are forecasts. 

Senator Muskie. Mr. Chairman, may I ask a question ? 

Senator SpARKMAN. Yes, Senator Muskie. 

Senator Muskie. If you arrive at the same figures, the same results, 
why is it important to inquire into the assumptions? 

Dr. Brarr. Senator, I think the difficulty is that this might be a 
pure accident. It might work and it might not. It is often true that 
if we combine several estimates, one will be low and another will be 
high. We may come out right, but it is always possible they will 
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all be low. So without examining assumptions we aren’t sure whether 
that would be true or not true. Dol anion myself clear ¢ 

Senator Muskie. Would these assumptions make a difference as to 
the types of housing that may be involved ? 

Dr. Brarr. Yes, that might be very important, because it is pos- 
sible—I don’t say that I know the answer, but it is possible—that indi- 
vidual household types might require more apartments than the 
husband-wife type. 

Senator. Muskie. The difference in your assumptions would make 
a difference in the number of households in varying age groups? 

Dr. Bratr. It would make a difference in the type of household. 
As to the age group I am not certain, but it would make a consider- 
able difference in the number that would be in the husband-wife type 
as compared to the individual household type. 

Senator Musxir. Do you plan to pinpoint these differences as you 
analyze the assumption ? 

Dr. Bratr. That is right, I think we should be able to tie down 
these differences so that this would be a reason in addition to the one 
that I pointed out. But I still think that the aggregate might be in 
question if we didn’t examine the assumptions in each case. And this 
is my whole point, actually. This is my interest in this problem, the 
forecasting angle of it and the problem of being sure that the kind 
of results we get when we project secular trends are plausible with- 
out just merely picking out some figure as a secular trend and pro- 
jecting it. 

It appears to me particularly dubious to take something like half 
the rate between, say, now and 1965 and a fourth of the rate between 
1965 and 1975 and assign any real plausibility to it unless this is 
broken down. 

I think that the census could provide a much better basis for the 
rest of us in examining these projections to see whether or not they 
are plausible if they would publish more of their work papers and 
more of their detail. In other words, my point is that I think by 
presenting final conclusions as the principal item of their publica- 
tion, they are not providing enough information for the individual 
who is trying to make a forecast instead of just using a projection of 
the best material. That is my major point on this, if this is clear. 

Senator Muskie. You were in the process of pinpointing the dif- 
ferences in your assumptions. 

Dr. Bratr. Yes. That is what I would like to do. But, Senator, 
this is a very tricky problem, and I have no idea that I have gone far 
enough into it to be sure that I am right on all of the details. I think 
that it would help me in doing it if the census would provide more 
of the working papers and percentage trends that they project. 

Senator SparkMAN. By the way, if you are going to change the 
subject, I wonder if we might go off the record for a moment. 

( Discussion off the record. ) 

Senator Sparkman. Dr. Glick, I believe it was you who said that 
new family formations had accounted for only two-thirds of the hous- 
ing units over the past several years. I think that is right, I think 
the figures bear it out, the figures from 1950 up through 1956. We 
have newly constructed dwelling units of 10,920,000, and a net increase 
in nonfarm households of 7,048,000, which shows a relationship of just 
about the figure that you gave. About two-thirds of new construction 
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r units were built to satisfy the requirements of new family formations. 
I believe that is about what we usually use, in this committee, making 
o general estimates. We have been holding that about 1,300,000 was 
just about the minimum that ought to be built each year, and that a 
- million or slightly less than a million of those would be to meet the 
- requirements of new households and about 300,000 or something like 
e that to take care of those that are destroyed by fire, flood, tornado, 
demolition and urban renewal and highway construction and things 
e of that kind. So without going into fine details, I will say that our 
thinking has been along the same line. 
1. Am I to understand that that is a pretty good reckoning of your 
i. projection into the future, that usually about two-thirds will be to 
e meet family formations ? 
Dr. Guick. That is the amount during the period since 1950. I 
u believe that the nature of our assumptions is such that this would 
still remain about the same up at least through the middle of the 
n 1960’s and then might begin to taper off some. Our assumptions are 
e that after that time, this push toward a larger proportion of people 
n having homes than ever would tend to level off. 
is It is admittedly a matter of judgment as to how far that phenom- 
le enon can continue, but suffice it to say that after 1965 our assumption 
d is that somewhere between two-thirds and a hundred percent of the 
1- growth in number of households would be due to population growth 
- itself. Series D, the lowest of our projections, is a straight projection 
based on population alone. It doesn’t assume any improvement in the 
If tendency for people to have their own homes. So that is a kind of a 
n bench mark against which the series A, B, and C projections can be 
18 measured, if you wish to do that. 

Dr. Bratr. Mr. Chairman, may I ask Dr. Glick a question on this? 
1e Senator Sparkman. Yes. Before you do, Doctor, let me ask one 
) more question, and I want to be sure that I understand this from your 
id statement. You define a household as being a grouping of people 
ry who require a separate unit in which to live? 

a- Dr. Grick. Right. A household is a person or group of persons 

al who occupy a separate house or apartment. 

of Senator SparKMAN. I have some definitions here which the Census 
Bureau has published. I shall insert them in the record at this point. 

f- Also, this table on the estimated number of households from 1900 to 
1958, published by the Census Bureau. 

ir 

os DEFINITIONS OF CENSUS BUREAU TERMS 

1k Dwelling units.—In general, a dwelling unit is a group of rooms or a single 

re room occupied or intended for occupancy as separate living quarters by a family 
or other group of persons living together or by a person living alone. 

he Ordinarily, a dwelling unit is a house, an apartment, or a flat. A dwelling 
unit may be located in-a structure devoted to business or other nonresidential 
use, such as quarters in a warehouse where the watchman lives or a merchant’s 
quarters in back of his shop. Trailers, boats, tents, and railroad cars, when 

at occupied as living quarters, are included in the dwelling unit inventory ; if vacant, 

1S- however, such accommodations are excluded. 

nk A group of rooms, occupied or intended for occupancy as separate living quar- 

Ve ters, is a dwelling unit if it has separate cooking equipment or separate 
entrance. A single room, occupied or intended for occupancy as separate living 

SO quarters, is a dwelling unit if it has separate cooking equipment or if it con- 

ist stitutes the only living quarters in the structure. Each apartment in a regular 


apartment house is a dwelling unit even though it may not have separate cook- 
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ing equipment. Apartments in residential hotels are dwelling units if they have 
separate cooking equipment or consist of two or more rooms. 

Househoid.—A household includes all of the persons who occupy a house, an 
apartment or other group of rooms, or a room that constitutes a dwelling unit. 
It includes the related family members and also the unrelated persons, if any, 
such as lodgers, maids, or hired hands who share the dwelling unit. A person 
living alone or a group of unrelated persons sharing the same living accommo- 
dations as partners is counted as a household. Quasi households, such as groups 
of persons living in institutions, hotels, and large rooming houses, are not counted 
as households. 

Family.—The term “family,” as used here, refers to a group of two persons 
or more related by blood, marriage, or adoption and residing together; all such 
persons are considered as members of one family. A family may comprise per- 
sons in either a household or.a quasi househould. A lodger and his wife who 
are not related to the head of the household, or a resident employee and his wife 
living in, are considered as a separate family and not as part of the head’s family. 
Thus, a household may contain more than one family. However, if the son 
of the head of the household and the son’s wife are members of the household, 
they are treated as part of the head’s family. A household head living alone, 
or with unrelated persons only, is regarded as a household but not as a family. 
Thus, some households do not contain a family. 

Primary family.—A primary family is a family that includes among its mem- 
bers the head of a household. 

Secondary family.—A secondary family is a family that does not include 
among its members the head of a household. Members of secondary families 
may include persons such as guests, lodgefs, or resident employees and their 
relatives living in a household or quasi-household. 

Subfamity.—A subfamily is a married couple with or without children, or one 
parent with one or more children under 18 years old, living in a household and 
related to, but not including, the head of the household or his wife. The most 
common example of a subfamily is a young married couple sharing the home of 
the husband’s or wife’s parents. Members of a subfamily are also members of a 
primary family. The number of subfamilies, therefore, is not included in the 
number of families. 

Urban and rural residence.—According to the new definition adopted for use 
in the 1950 census, the urban population comprises all persons living in (qa) 
places of 2,500 inhabitants or more incorporated as cities, boroughs, and villages, 
(b) incorporated towns of 2,500: inhabitants or more except in New England, 
New York, and Wisconsin, where the term “town” is used to designate minor 
civil divisions of counties, (c) the densely settled urban fringe, including both 
incorporated and unincorporated areas, around cities of 50,000 or more, and (d) 
unincorporated places of 2,500 inhabitants of more outside any urban fringe. 
The remaining population is classified as rural. 

Farm and nonfarm residence.—The rural population is subdivided into the 
rural-farm population, which comprises all rural residents living on farms, and 
the rural-nonfarm population, which comprises the remaining rural popula- 
tion. The method of determining farm and nonfarm residence in the March 
1957 survey is the same as in the 1950 census but differs from that used in 
earlier surveys and censuses. In the 1950 census, as in the present survey, per- 
sons on “farms” who pay cash rent for their house and yard only are classified 
as nonfarm; furthermore, all persons in institutions, summer camps, motels, 
and tourist camps are classified as nonfarm. 
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Estimated number of households, by type and residence, for the United States: 























































: 1900-58 
: [In thousands] 
i Type of household Residence 
L Month and year Total | 
= Husband-| Other | Nonfarm| Farm! 
3 | wife | 
l | 
; Nile epacicthekss cant bicntncicna seeds 15, 992 12, 804 A ibs eele iets 
SRE tases ore a ste Ge ert 16, 345 13, 084 ee pe pe 
1 DE tg Seca neateee educa sesainundanetacnmawyes ciate 16, 716 13, 377 CSO banca etitiae enna 
. Oe re a 17, 108 13, 715 SO oo heb ee 
sn ek ae ae ace 17, 521 14, 066 See pe ee 
> Seue  ertle See. Te ear ee es 17,939 | 14,408 eh 
2 os faa a uanda aaieh a tl ee ides Saintes 18, 394 14, 806 DOR secede neues 
a Ss cigenhineuokbncrnerenedashenesclaieanconeness 18, 863 15, 226 ME Becvidercdentg Lammnacmeei 
i oi eae ees ae aa 19, 294 15, 583 Se boas ae 
1 Ste NL, Ae. eae oe et. ON 19. 734 15, 938 Se ce eee 
‘ Rest ak boi ee et SEES ce eee 20, 183 16, 297 3.886 | 13.989 6. 194 
Oe Rt ee ee ee en Ll 20, 620 16, 661 3, 959 14, 358 6, 262 
"7 NR o5h cL dbus daccon coud deeb ab eek ton ae 21, 075 17, 029 4. 046 14. 727 6, 348 
. ne ye Oe ee Bae ee 21,606 | 17,447] 4,159 15, 187 6, 419 
a ee eee on 22, 110 17, 852 4.258] 15.630 6. 480 
. BORG so Ass on Ree ed Peek ee 22. 501 18. 149 4352 | 15,949 6, 552 
i a erin ag Bike pt sce 22, 926 18.481} 4,445] 16,291 6. 635 
WR cin eS. ere ete age se 23. 323 18. 798 4.525 | 16,643 6, 680 
e SUR Screen nas oe ee ek ee 23, 519 18, 850 4,669 | 16. 846 6, 673 
3 eee ee SHEL RR ail eter 23, 873 19, 169 4, 704 7, 307 6, 566 
ORD okt Reh Eee en ied 24, 467 19,656 | 4,811 17, 668 6, 799 
r AON et ee 25, 119 20,175 | 4,944] 18,255 6, 864 
WES Sok pAcc Data stet hice bucewnett cekedne wicks. 25, 687 20, 634 | 5,053 | 18,780 6, 907 
e 5 No ee ee ee eet teeta & 26, 298 21,128 | 5.170} 19,492 | 6, 806 
Wn ne ae oe ee 26,941 | 21,616 5, 325 20, 182 6, 759 
d Oi oi a eee 27,540 | 22,078| 5,462] 20,745 6, 795 
t 28, 101 22, 504 5, 597 21, 325 6, 776 
f 28. 632 22, 875 5, 757 21, 941 6, 691 
| 29,124 | 23,189 5,935 | 22° 416 6. 708 
a 29, 582 23, 481 6, 101 22, 851 6, 731 
e 29, 997 23, 710 6, 287 23, 268 6, 729 
30, 272 23. 799 6.473 | 23, 476 6,7 
30, 439 23, 409 7, 030 23, 541 6, 898 
e 30, 802 23, 481 7, 321 23, 653 7, 149 
) 31,306 | 23, 926 7,380 | 24,118 7, 188 
. 31, 892 24, 432 7,460 | 24.665 7. 227 
>» 32.454 | 24,851 7,603 | 25, 253 7, 201 
l, 33,088 | 25,318 7,770 | 25,917 7,171 
33, 683 25, 650 8, 033 26, 518 7, 165 
h 34, 409 26, 163 8, 246 27, 249 7, 160 
35, 153 26, 772 8, 381 28, 001 7, 152 
) 35, 929 7. 490 8.439 | 28,786 7,143 
a, 36. 445 27, 919 8, 526 29, 433 7, 012 
RN a a Eh a le 36, 833 27, 255 9, 578 30, 206 6, 627 
RG ak oie tl te. Eh elt ee ae 37, 115 26, 641 10, 474 30, 722 6, 393 
e Ne eos oe AE Re ke eae 37, 503 26, 703 10, 800 31, 158 6, 345 
d ‘4 3006 ree Ee ee ae 38. 370 29, 208 9. 162 31. 944 6, 426 
. pril: 
A Tk gk ie RDA 39, 107 30, 612 8, 495 32, 673 6, 434 
h WRG cP etki nael e e re meron ished 40, 532 31, 900 8, 632 34, 116 6, 416 
n See PR PE Sc ae 42. 182 33, 257 8, 925 35, 687 6, 495 
re M arch er ger ee San nae a ee ee ee 43, 554 34, 075 9, 479 7, 279 6, 27 
pril: 
d Re eR 44,656 | 34,378 | 10,27 38, 587 6, 090 
s, EE ee fo nck d Siw et oida tend ck etka tombe 45, 504 35, 138 10, 366 39, 554 5, 958 
ee ed 46. 334 35. 560 10. 774 40, 503 5, 831 
RS 2 Sener ka eee ae Ia Arend ed 46, 893 35, 875 11,018 | 41,399 5, 493 
- 1065 3 BO need ee Seat lt ae 47, 788 36, 266 11, 522 42, 243 5, 545 
arch: 
Ne Ne ns ee ee 48, 785 37, 043 11, 742 43, 136 5, 649 
ee ee a 49, 543 37, 711 11, 832 44, 325 5, 218 
Aa So i ete ce kar eto Loe 50, 402 37, 967 | 12, 435 45, 224 5, 178 







! The figures for 1910-46 relate to total farm households (including a small number of urban-farm house- 


holds) whereas the figures for 1947-58 relate to rural-farm households only. Estimates by farm residence 
for 1900-1909 are not available. 


+ Based on the current population survey conducted by the Bureau of the Census. 
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Senator SparkMAN. So when you mention household formations, 
it is equivalent to mentioning the number of housing units that would 
be required to house these separate g groups of people? 

Dr. Guicx. It is the estimated future number of dwelling units 
needed for each household to have one dwelling unit for its use. (The 
answer to this question appears on p. 63.) 


STATEMENT OF DR. SHERMAN J. MAISEL, PROFESSOR OF BUSINESS 
ADMINISTRATION, UNIVERSITY OF CALIFORNIA, BERKELEY, 
CALIF. 


Dr. Matsex. Mr. Chairman, I am sorry, but if I may I will break 
in. If you are going to leave, you are at a critical point if you are 
not going to hear the later part of it, since there is potentially a bad 
error in the discussion. The problem is that the figure you are using 
of two-thirds to the full amount, has almost all gone into vacancies, 
It seems to me that this is really a critical matter for you to go into. 
In other words, the difference between construction and household 
formation has been almost entirely in vacant houses. What you are 
assuming is that since we have been able to absorb 375,000 vacancies 
a year, that over the next 15 years we could keep having vacancies 
go up at the same rate. I think this is obviously a major matter to 
look into. 

Senator SparkMAN. I would certainly agree that it is a major mat- 
ter into which we are going to look most carefully. I said at the 
time that it was a rather general, rough figure we were using. 

In my own opinion, the number of units required to take care of 
urban renewals and particularly the interurban highway system, is 
going to increase rather steeply during the next decade. I'am inclined 
to think that there will be a leveling off when the program gets well 
underway, but I think it is going to increase rather sharply for the 
next several years. 

Furthermore, I am interested in seeing what the Census Bureau is 
going to give us after the next decennial census as to the number—if 
this is shown—of substandard houses in which families are living, 
into which I contend we ought to be making an inroad.’ So when I 

say 300,000, I am not restricting them just to those that are actually 
destroyed. I should have included one other category, those that are 
worn out and ought to be replaced. 

T am sorry that I do have to go, but I must. I will certainly read 
your testimony. I hope that it might be possible to get all four of 
vou up at the table and have a real round table discussion. I am sure 
Senator Muskie could well moderate it. 

Now, Dr. Bratt. 


STATEMENT OF DR. ELMER C. BRATT, HEAD OF THE DEPARTMENT 
OF ECONOMICS AND SOCIOLOGY, LEHIGH UNIVERSITY, BETHLE- 
HEM, PA.—Resumed 


Dr. Bratr. It seems to me there is further confusion here. 

Senator SparKMAN. Did I create it? 

Dr. Brarr. I don’t disagree with your figure of roughly 300, 000 
needed replacements in the future because of the roadbuilding pro- 
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gram and urban renewal, and so on. I think this is probably about 
correct. But it does seem to me that it needs to be pointed out, es- 
pecially in view of the fact that I use the figure of about 60 percent 
as the required amount for new households in the total residential 
housing. 

Senator SparKMAN. By the way, did you use the census definition of 
“household” ¢ 

Dr. Brarr. Yes, I am using the census definition. But this 60 
percent I was using was 60 percent of the total residential housing, 
which includes not just dwelling units, but includes additions and 
alterations, nonhousekeeping facilities, that is, summer cottages and 
vacation dwellings, which have increased substantially. So I think 
one wants to broaden the perspective a little bit beyond purely the 
level of total housing units as dwelling units. 

Dr. Guick. Mr. Chairman, may I say a word, please, about the 
question asked me by Senator Sparkman earlier? 

Senator Muskie (presiding). Yes, indeed. 

Dr. Guick. I think there may be two different subjects that we are 
talking on here which may have become confused. I wonder if I can 
say a few words to try to straighten it out. 

The one most recently discussed goes as follows: There are about 
800,000 or 900,000 households added per year, but the opinion is that 
we need 1,200,000 or so new dwelling units to house those people. That 
is not the same concept about which I was talking. I was saying that 
population growth alone accounts for a certain amount of new housing 
need, quite apart from any change in people’s desire for housing. 
I say that since 1950 we would have added only about two-thirds as 
many households as we did if people’s desires for separateness of liv- 
ing had not changed. That is quite a different concept from the one 
that Senator Sparkman was using. I am sorry I didn’t catch the 
distinction between these two concepts in the earlier questioning. 

Dr. Brarr. May I speak to this, Mr. Chairman ? 

Senator Musxtr. Yes. 

Dr. Brarr. I think Mr. Maisel’s point very well shows, Dr. Glick, 
the box you get yourself into projecting trends, when you talk about 
this as no change in people’s desires, if I get your right word. Dur- 
ing this period, as Dr. Maisel points out, there was a substantial shift 
in the number of vacancies, and this is a structural change. I think 
you people in the census once and for all ought to decide whether you 
are making forecasts or projections. If you are just making projec- 
tions, and do not imply a forecast, and if you want to make forecasts, 
you should give us something as to the plausibility of the assumptions 
you are making. 

Senator Muskie. What are the factors that are contributing toward 
an increase in the number of households other than population 
growth ? 

_ Dr. Gricx. The tendency for two families to live in two houses 
instead of one. 

Senator Musxir. What contributes to that tendency ? 

Dr. Gitcx. That is an improvement in economic conditions which 
has made it plausible for the young couple to be on their own and also 
to permit the older generation, often a widowed mother, to keep up 
the household after her children have left. There has been a very 
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striking tendency for an increasing proportion of the older generation 
to remain in charge of their own separate housing, rather than moving 
in with their children, or vice versa. 

Senator Muskie. Do you view this as simply an economic stimulus? 

Dr. Guickx. Well, we don’t know; we haven't asked any attitude 
questions of people, but our inference is that improvement in economic 
security, social security, insurance, possibly contributions of the 
children to the parents, and other factors may have contributed to this 
development. 

One other factor is simply the increase in the employment of older 
persons. Widows in their forties and fifties are working to much 
greater extent now than before, and they can be expected to do so 
even more in the future. As more of the women who are coming 
up to these ages have had previous work experience—which makes 
them more employable—this employment of older women will increase. 

Senator Musxir. This touches on what I think is a very important 
point: What assumptions, if any, have you made with respect to the 
likely living habits of the elderly in the next few years? 

Dr. Guick. Well, we have, as indicated, assumed continuation of 
trends eventually tapering off, but we do assume that there will 
be large numbers still remaining as,dependents living in with other 
families. 

Some. of the statistics in our report to which Dr. Bratt referred 
and some unpublished material, which, incidentally, we gave him, go 
into the components of these people who still do not have their own 
homes. <A large part of them are either young people who simply 
have not gotten married, and a large percent of the balance are old 
people who have chosen, for one reason or another, to live in with other 
persons, usually relatives. 

Senator Muskie. With respect to the elderly, can you give us any 
picture as to what their present situation is? How are they living? 
In what kind of dwelling units? 

Dr. Guick. I can’t be very specific in my statement. 

Senator Muskie. In the first place, when we are speaking of the 
elderly, what age group are we talking about? 

Dr. Guicx. Generally 65 and over. 

Senator Musxir. Retirement age. 

Dr. Guicx. Yes. Studies show that these people are less well 
housed than younger persons. 

Senator Musxrr. What proportion of them live in their own house- 
hold ? 

Dr. Guicx. About 50 percent of the nonfarm couples or individuals 
(not in institutions) 65 years old and over in 1950 were maintaining 
separate households. 

Senator Muskie. What proportion of this group own their own 
home? 

Dr. Guicx. About 60 percent of the nonfarm households with the 
head 65 and over in 1950 owned or were buying their home. : 

Senator Musxig. Is that number increasing or decreasing ? 

Dr. Guick. I am afraid I am getting a little out of my territory 
here, but I think it is on the increase. We certainly know that home 








Lic 








STUDY OF MORTGAGE CREDIT 65 


ownership has been going up steadily, and it would seem to be con- 
sistent with the trend toward separateness of living that people would 
afford to own their own homes. 

Senator Musxre. There is an increase in this group, then, that is 
independent of the growth in population ? 

Dr. Guick. Yes, that is correct. 

Senator Muskiz. Do you have any specific measurements of ths 
growth or increase ? 

Dr. Guick. Well, as one statistic along this line, we know that some- 
thing like 40 percent of the increase in the number of households dur- 
ing the first half of the decade has been among these people who live 
alone, that is, who are primary individuals; they are very heavily 
weighted by persons over 55 years old, and very heavily weighted by 
widowed women. They have still not reached a point where all of 
them have their homes, but we are assuming that an increased propor- 
tion will. The numbers we have would still show that around 35 
to 40 percent of those 65 and over do not have separate homes at 
the present time. 

Senator Muskie. Approaching this in a little different way, you 
said about 50 percent of the elderly, that is, people over age 65, live in 
separate households of their own? 

Dr. Guick. Yes, in 1950. 

Senator Muskie. Is that number increasing or decreasing ? 

Dr. Guick. The number of old people is increasing quite rapidly, if 
that is your point. 

Senator Muskie. No, my point is: Are more and more of them living 
apart from their families, that is, living by themselves in their own 
households ? 

Dr. Guick. Yes, that is what the statistics show. An increasing 
proportion of them living alone, apart from relatives. 

Senator Muskie. Living in their own homes? 

Dr. Guick. In a home that they manage. I can’t be pressed to give 
you a specific answer about whether they own the home that they 
live in. I don’t have recent statistics on home ownership by age, that 
is, since 1950. 

Senator Muskie. Let us try to break down the other 50 percent. 
What proportion of the other 50 percent live with relatives and what 
proportion in public institutions of one kind or another, or private in- 
stitutions of one kind or another? 

Dr. Guick. I know where to find the numbers on those, but I am 
afraid I can’t cite them to you directly. We have about a million and 
a half people in institutions, of whom many are older persons. 

Senator Musxir. May I say this, Dr. Glick: I do not think it is 
going to serve any useful purpose to indulge in guesses, but I think it 
would be important for the committee to have this information if you 
could provide it subsequently. 

Dr. Guick. I could prepare a table. I think that would be more 
profitable for you. 
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(The table referred to follows :) 


Household relationship of persons 65-74 years old and 75 years old and over, by 
sex, for the United States: March 1958 and July 1970 


{Numbers in thousands] 















1958 1970 (series B) 


Age and household relationship 


| | | 
Total | Male | Female Total Male Female 
— | 
| 


“a TC 


Persons 65-74 years old 














tal 9, 878 4,612} 5,266] 12,276] 5, 448 | 6,828 








Heads of households. ............--- : 





Husband-wife...........-...---.--| 3, 308 3,308 |.....___| 296 |... 
ge) hoe ok 2, 677 , 86 St B 














Married women, husband present- -- - divhnw ccs aes > aan toc. , 

Inmates of institutions.............--- 76 | 91 85 | 262 | 125 137 
All other persons !_......---- 
Persons 75 years and over 





2-737 | 3,911 | 





pe Siete eect ge 1, 102 ‘| 1,102 |_-__- 1, 519 | 
— Andboddneacawwesial 1,635 | 476 1, 159° 2, 392 































Married women, husband present- ---| ee | 531 828 fae m 
| 


eas 828 
Inmates of institutions.............- fe 209 | 84 | 125 | 397 142 255 
All other persons !___._- inte Sraitechbiana tied 1, 600 | 559 | 1, 041 2, 137 728 1, 409 





1 These persons might have been heads of households but were not. 





Source: 1958 figures from Current Population Reports, Serfes P-20, No. 87; 1970 figures from unpublished 
census records. 





Dr. Brarr. Mr. Chairman, may I suggest that Dr. Glick in this 
connection show all possible breakdowns for this female primary in- 
dividual household group between 1960 and 1970. He has for series 
B, 4,911,000 in 1960; for series B in 1965 he has got 5,812,000. We 
would begin to get somewhere if we knew how many of this increase 
were widows over 65 and how many w ere other types of individuals 
that are moving into this independent primary individual household. 

Senator Musk. I think there is an implication abroad in the land 
that housing for the elderly is getting to be an increasingly more 
pressing problem. Nothing that has been said this morning suggests 
that. Asa matter of fact, what has been said this morning would 
suggest the contrary, that in some way the elderly are finding it pos- 
sible to own their own homes to a gr eater extent than previously. So 
I think it is important to nail this down, because in the current hous- 
ing bill and in future housing legislation undoubtedly there will be 
increasing attention to this problem of housing for the elderly. Many 
State legislatures are giving consideration to it, too. 

It is related, I am sure, to per capita income, it is related to social 
security programs, it is related to pension plans, and I am wondering 
whether all of these factors are given consideration by your people 
in your projections in this particular area of the problem. 

In asking the question I am not suggesting that they should or 
should not be. I am simply inquiring as to whether or not they are. 

Dr. Guick. I know that some attention has been given to this in a 
monograph that the Bureau of the Census published. Dr. Henry D. 
Sheldon published a book just about a year ago which does chart the 
changes in the family living arrangements of ‘the older people, and I 
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know that he has gone into at least past developments in this area 
much more extensively than we have in preparing these projections. 
It is to sources like that that I would turn to round out some parts here 
that we haven’t covered in our own projections. 

Senator Muskie. I think it might be helpful if you two gentlemen 
could remain here while we hear from the next two witnesses, and 
then maybe, as Senator Sparkman suggested, we could get into a real 
hard wrestle on some of these important problems. So may I call on 
our next witnesses at this time, Prof. Sherman J. Maisel, Bureau of 
Business and Economic Research, University of California, and Mr. 
David Gillogly, Bureau of Business and Economic Research, Univer- 
sity of Miami, Fla. 


STATEMENT OF DR. SHERMAN J. MAISEL, PROFESSOR OF BUSINESS 
ADMINISTRATION, UNIVERSITY OF CALIFORNIA, BERKELEY, 
CALIF.—Resumed 


Dr. Maiset. Mr. Chairman, I have a written statement which I 
would like to use for the record, but I would rather just comment and 
let this go into the record, if that is permissible. 

Senator Muskie. Without objection, it will be included in the record 
in full at the end of your presentation. 

Dr. Matset. I am particularly concerned with the last statement 
that Senator Sparkman made. 

Senator Muskie. Be sure to touch enough on your statement so I 
will have a basis for asking questions. 

Dr. Matsen. The first two parts of my statement are really con- 
cerned with the basic question of what is the relationship between 
permanent construction needs, in other words, the 1,300,000 figure 
that Senator Sparkman quoted, what is the relationship between 
that need and household formation. That is what we are really deal- 
ing with, and the suggestion I made before Senator Sparkman left 
is that one figure that has been neglected completely in this study is 
the fact that over the period since 1950, vacancies have apparently 
gone up at a rate of between 375,000 and 400,000 a year. In other 
words, the one-third figure that Dr. Bratt was quoting has actually 
gone completely into vacancies. There has been very little other 
change except in vacancies according to the best data that we have. 

Senator Muskie. What kind of vacancies? 

Dr. Matsex. This is the problem: we just don’t have any really good 
theory of why we have vacancies. All we know is that we have now 
in the country some 2.5 million more vacant units than we had in 1950. 

Senator Muskie. What are some of the factors which contribute to 
the vacancies, whether or not you can measure them? What are some 
of the factors? 

Dr. Matsen. This is something of which we really know very little. 
I would assume that there are three things at work: one is the fact 
that in 1950 we had a minimal vacancy ratio. We had a very high 
housing demand. As a result we didn’t have the normal number of 
vacancies that we needed. Since, we have built up an inventory of 
vacancies. Part of this increase is probably needed to allow us to 
move around more freely. 
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I know I moved quite a few times during the war and after, and our 
problem was that you had to live in a room until you found a unit to 
live in. Clearly, this was too low a level of vacancies. 

A small amount has probably been in seasonal units, There are a 
lot of houses that stay vacant at census time because they are owned 
by people from other places who come up and use them for vacations, 
I think there has been some increase in the number of seasonal units, 

A good third possibility, I think, is that the bottom of our housing 
supply tends to stay vacant longer, that we have vacant substandard 
units. If our housing standards are going up, we let those substandard 
units lie vacant longer. At the same time, we don’t withdraw them 
from the stock because they may be useful, they still have value. It 
is not that they stand vacant forever, but instead of being rented at 
the end of 3 weeks, it takes them 6 months to get rented. Again this 
is a reason for an increasing number of vacancies 

So I think we can construct some sort of a theory as to why vacan- 
cies have gone up, but I haven’t seen one done yet, and I don’t know 
whether we really have enough information to do it. 

Senator Muskie. So the three f factors you touch on are migration, 
substandard housing or housing that is deteriorating, plus this third 
one of multiple housing, in a sense due to seasonal factors? 

Dr. Matsex. My point is that we had this increase taking place and 
that this gave a great deal of impetus to the housing market during 
the last 6 or 7 years. But when you once reach the level that you want 
of these vacancies, then this no longer becomes a positive-plus factor 
in demand. 

Senator Muskie. So what you think we ought to have here is an 
evaluation of the present situation 2 

Dr. Matseu. Yes. 

Senator Muskie. And also a project of probable trends? 

Dr. Matsex. Right. 


Senator Muskie. Will the next census show anything along that 
line, Dr. Glick? 

Dr. Guickx. The next census will have some data on the components 
of change in the housing inventory which should show the extent to 
which there have been increases in seasonal dwellings, in substandard 
dwellings, and in vacancies that are in good repair and available for 
rent. This is the more elbow room that Dr. Maisel was speaking about 
to get from one house to another. So I think that the 1960 census 
will be helpful. 

Senator Musxm. All three of these factors are very directly a prod- 
uct of the economic climate and income trends and standards of liv- 
ing? 

Dr. Maisex. Correct. To go on to my related points, the first point 
I make is that in addition to v acancies, it is frequently assumed that 
we have a very large replacement demand. In fact, if you look back 
at previous studies you find this quoted as 500, 000 or 600,000 per 
year, and yet to the best of my calculations the requirements for new 
permanent construction to replace losses over the past 6 or 7 years 
came out to only 25,000 a year. Taking into account, perhaps not ade- 
quately enough, the type of thing Senator Spar kman was talking 
about, of highway construction and urban renewal, it still moves up 
to only a need of 125 000 units a year during the next decade. That 
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would be 125,000 net permanent replacements needed because of demo- 
litions and things like that. 

The second point is that I am somewhat concerned with the under- 
emphasis in some of the discussions of substandard houses. I think 
we have made a very good attack on this problem. We now have 
somewhat under 10 million nonfarm substandard units. This is a 
decided improvement. I calculate in my study that it has improved at 
a rate of about 3 percent a year. That is, 3 percent of substandard 
units have been removed from the stock per year. What do we 
assume is going to make it come lower? Further improvement would 
be based on an urban redevelopment and renewal program at least 
as large as the one, for example, that is in the present bill that passed 
the Senate. That, I calculate, would lead to the demolition of 65,000 
or 75,000 houses a year, which it seems to me in some ways is a mini- 
mum. Beyond this it assumes a successful renewal program, that we 
will really enforce codes and will renew our houses. 

I think we had a burst of renewal during the past 6 or 7 years. We 
were moving from a depression period and a war period into a 
prosperous period. The market itself took care of a lot of houses 
which had been rundown at the end of the war. Now will this con- 
tinue? I am not certain unless we have some sort of other pressures 
on the normal market in the form of renewal or similar program. 

Another point I make is that even assuming these two types of 
trends we would have 5 or 6 million substandard units in 1970. This 
would be then a question of public policy, whether we were willing to 
have that many substandard units in 1970. 

And then my fourth point—Mr. Glick probably feels slightly un- 
comfortable here again, but I don’t believe that our definition of sub- 
standard is particularly good. We accept the census definition of 
substandard, and this is a very arbitrary one. 

Senator Muskie. What is the definition of “substandard” ? 

Dr. Matsex. Basically, it comes down to the fact of two people shar- 
ing some plumbing, and nonprivate plumbing accounts for 70 per- 
cent of it. There is just not much relationship between this and an 
actual definition of “substandard.” 

One of my colleagues in my office did a small study in our local 
area, and there was just very, very little correlation between the census 
definition and what would be a better definition, I think, that used by 
codes as substandarded due to health or welfare. 

Senator Muskie. What is the basis for your 10 million figure? 

Dr. Matset. That 10 million was based on the census definition. 
But when I finished working with the census definition, I, in effect, 
asked whether we should use it or not. I complain about the fact 
that we have had a housing program for 20 years and a housing 
agency which has been charged with defining housing policy for over 
10 years, and yet they have not really done anything about examining 
into the number of substandard units. 

Senator Muskir. Have you a suggestion for a definition ? 

Dr. Matsex, Yes, there is one in my paper. I believe a normal 
building code in almost any city has a definition at the start of it of 
What substandard is. A substandard unit is one in which a family 
will decrease their health or welfare; in other words, there is some 
diminution of public welfare as a result of living in that unit. 
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Senator Muskie. One of yesterday’s witnesses, Professor Maisal, 
make this statement, on which it might be worth having your com- 
ment at this point. Ue said that while it is true that many slum 
buildings deserve to be torn down, it is overcrowding rather than 
physical deterioration that has become the worst aspect of slum life 
today. 

Dr. Maisex. I think it would be a question of whether he is de- 
fining “overcrowding” in terms of density in an area or density ina 
building. I am not convinced that it is density in a building. Our 
standards of number of people per room are really comparatively 
excellent in terms of the history of the world. We are living very 
well in terms of persons per room. 

But if you consider density in an area as what he might have meant 
by overcrowding, I might then agree with him. 

Senator Muskie. Would you think the fact of overcrowding ought 
to be a part of your definition of substandard housing? 

Dr. Matset. Yes. This is normally included in the definition of 
the type Iam talking of. Ifthe city has an occupancy code, then you 
do have this as one of the definitions of substandard. 

Senator Muskie. Let us get back to your 10 million figure. Is this 
a Bureau of the Census figure ? : 

Dr. Martseu. It is an estimate or adjustment made from Bureau of 
the Census figures. The problem is that this committee is concerned 
with nonfarm housing, and they requested information in terms of 
nonfarm housing. The Census Bureau doesn’t trust their definition 
of nonfarm, because they find that every time they enumerate farms 
and nonfarms they come up around a million different. As a result 
they are very loathe to publish any figures on what the nonfarm as 
opposed to farm stocks are. So in their inventory of the NHI they 
very carefully didn’t publish any nonfarm data, except sort of through 
a back door. Asa result, you have to go through the back door and 
try to see what they were really getting at and then make certain 
assumptions about’ areas that they did not cover at all, in order to 
come up with a nonfarm definition. But the census very carefully 
has avoided putting out that figure. 

Senator Muskie. But this 10 million figure—is it one that has been 
used by the Census Bureau as a measure ? 

Dr. Martsex. No, they won’t publish it. They have given a figure 
of total number of substandard units. Then you have to make your 
own definition of nonfarm. 

Senator Musxie. Is this 10 million the 10 million figure that you 
referred to? 

Do you have a comment on that, Dr. Glick ? 

Dr. Gricx. I know we have had some trouble in the measurement 
of farm households and farm dwelling units. There are so many 
farm housing units that are vacant today because of movement away 
from the farm that these houses are in various states of disrepair and. 
it is, frankly, a matter of opinion and some difficulty to get uniformity 
among enumerators in counting them; whether you count this as some- 
thing that is still in the housing inventory or whether it has pass 
beyond is often hard to say. And the particular survey to which 
reference is made here was one where housing was the center of focus 
and perhaps they counted more of those than we do in our ordinary 
annual counts of households that I was speaking about a while ago. 
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Dr. Matset. The Census doesn’t actually use the term “substand- 
ard,” but it is very well brought out in Dr. Wolff’s paper that there is a 
definition there. They counted 12,639,000 total units substandard in 
December 1956. My 9 to 10 million is trying to estimate how many 
of those were farm and how many were nonfarm. But the census is 
unwilling to break down that 12,639,000. So that you have to break 
this down by making certain assumptions if you are interested in the 
nonfarm. 

Senator Musk. Is it your judgment that this figure is higher or 
lower ? 

Dr. Matseu. Using the 10 million for nonfarm, my judgment is 
that it is somewhat low—that if we added other things, such as envi- 
ronment, overcrowding—if we examined more carefully what was 
inside houses, it would be somewhat low. On.the other hand, we 
would also come down to this type of problem: Lots of the units as 
defined by the census are simply older houses which have been cut up 
into apartment houses. Here you run into the problem—if you have 
three families sharing a bath I would call it substandard. If you 
have three single girls sharing that bath, I don’t know that I would 
call it substandard. 

So that there are some units which the census counts as substandard 
which I would remove on this basis, that sharing a bath is not neces- 
sarily so bad. If you have two girls who want to say they are living 
separately because they have a hotplate or something like that, but 
at the same time have only one bath on the floor, I am not certain 
that this isa substandard dwelling unit. 

Senator Muskiz. With respect to overcrowding, would you classify 
a housing unit substandard if the only factor contributing was the 
factor of overcrowding ? 

Dr. Matsex. I think I would. 

Senator Muskie. In other words, if the overcrowding were relieved 
and the housing was otherwise satisfactory, that housing facility then 
would move out of the substandard category ? 

Dr. Matsex. Yes, but this is what has happened over the past 6 
years: In effect, part of the movement out of the census definition 
of substandard comes from what we were just talking about. Two 
people share a bath, one family took the place of the two people. As 
a result it showed up as no substandard units, whereas previously it 
showed up as two substandard units. Soa good part of the improve- 
ment may well have been simply of that type. 

Mr. Casu. Mr. Maisel, would you refer to page 32 of the study 

ou have there? It is the first page of your paper, and a summary 

gins in the middle of the page. 

Dr. Matsen. All right. 

Mr. Casu. In attempting to give some value to this summary, would 
it be fair to say that you believe there will be a need over a 10-year 
period for 1,250,000 units for one purpose and for 3 million for an- 
other purpose, making a total of 4,250,000? Is that what that sum- 
mary says will be needed to take care of replacements and upgrading 
of an inventory ? 

Dr. Matsex. No, that is not correct. 

Mr. Casu. How would you add those together ? 
Dr. Matseu. They are not additive. 

Mr. Casu. Oh? 
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Dr. Matsex. In other words, to add any amount to the 125,000 you 
would have to say: Does this committee or does the Congress of the 
United States feel that we should make a greater impact on the sub- 
standard inventory than would be made under the bill as it passed 
the Senate 2 months ago? 

Mr. Casu. So that your basic estimate is 125,000 units a year over 
the 10-year period to take care of necessary replacements for units 
lost for the inventory ? 

Dr. Matset. Units lost from the inventory under an assumption 
of the present highway program and the $350-million-a-year urban 
renewal program. 

Senator Muskie. This would make no impact on substandard hous- 
ing outside of these two areas ? 

Dr. Matset. No, except as the market did that itself. Under this 
assumption, substandard would get down to somewhere around 6 mil- 
lion units in 1970, depending again, upon how we define substandard 
in 1970. 

Senator Musxkir. Yes, Dr. Bratt? 

Dr. Bratr. Mr. Chairman, may I ask Dr. Maisel a question some- 
what in this connection? I misunderstood something he said, I guess. 

As I understand it, his figures show a very low number of houses 
demolished in the past—25,000 or something like that—and then 
again he said, if I didn’t misunderstand him, in his oral statement, that 
there was a rather large percentage of substandard dwellings which 
were demolished each year. I have some difficulty in seeing just 
exactly how these two tie together. 

Dr. Matsex. The table is on page 34, if you have a copy of the study 
there. I can let Dr. Bratt look over my shoulder. The problem is on 
what we call permanent construction—and this was the point that 
Dr. Bratt made in his statement earlier—the number of demolitions 
does not equal the requirement for replacement through permanent 
construction. The reason is that we have nonpermanent units which 
come into the inventory. We have trailers added to the inventory. 
We have had farms moved from the farm category to the nonfarm 
category. If you.examine the table, during the period from 1940 to 
1950, we actually had almost 300,000 units a year, over and above all 
demolitions, coming from these nonpermanent sources. 

I then estimate that during the period 1950 to 1956 the net need for 
replacements was 25,000. In other words, what it really came to was 
there were about 350,000 units taken out of the inventory and about 
325,000 brought into the inventory from all these other factors. The 
table there has some net factors. I estimate that the main reason to 
expect a change in these factors over the next decade is because of the 
urban renewal and highway programs. The renewal program and the 
highway program will lift this demand by 100,000 a year. Otherwise, 
I see no good reason to expect this situation of units coming into the 
stock from ways outside of permanent construction to change greatly. 

Dr. Brarr. I think this clarifies to some extent the question that’ 
Mr. Cash was asking. That was the reason for asking it. 

Dr. Matseu. Yes. 

(Dr. Maisel’s prepared statement follows :) 
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STATEMENT OF SHERMAN J. MAISEL, PROFESSOR OF BUSINESS ADMINISTRATION, 
UNIVERSITY OF CALIFORNIA, BERKELEY, CALIF. 


Gentlemen, I want to comment briefly on three major points made by my 
two papers. Although these points are simple, they are of decided importance 
in any consideration of problems raised by the future of the housing and mort- 
gage markets. 

(1) In estimating the needs for future construction and mortgage credit, a 
serious error arises when (as has too frequently been done) construction needs 
are estimated as equal to the sum of household formation, vacancies, and re 
placement requirements. Such reasoning ignores the fact that the number of 
dwelling units added to our supply from peripheral or nonpermanent construction 
sources has always been high and continues to be so. These sources have on 
the average added over 325,000 units a year. As a result, permanent construc- 
tion demand is increased only by a net replacement factor which is far less than 
gross replacements. I estimate that because of these peripheral units added to 
our housing stock, the net effect of demolitions, conversions, replacements, etc., 
was to increase permanent construction demand by only 25,000 units a year 
between 1950 and 1956. 

(2) There have been decided improvements in our housing stock as shown by 
the estimates of enumerated substandard nonfarm housing. The net reduc- 
tion has probably been over 2 million units thus far this decade leaving a total 
of substandard nonfarm units of somewhat under 10 million. On the basis of 
these data and certain assumptions which I feel are weak, many people have 
minimized the problem of poor housing for the future. What are these assump- 
tions? (a) An assumed Government program of clearance for urban redevelop- 
ment and public housing of about 100,000 units a year; (b) a successful urban 
renewal program; (c) a willingness at our 1970 standard of living to retain 
5 million to 6 million substandard units in our nonfarm housing stock; (d) 
a belief that there is some close relationship between the census definitions of 
substandard houses and the actual number of poor houses in our economy. 

(3) A most significant idea contained in several of the papers in this mort- 
gage credit compendium is the concept that in any future consideration of mort- 
gage credit policies, much more attention should be paid to the possibility of 
introducing more flexible forms of financing for low-income groups. A specific 
proposal, which I feel could make the present national housing policy far more 
effective, would be to allow payments on such loans to vary in amount as a 
family’s income fluctuates, but with the proviso that these more favorable terms 
be written of the family and the house instead of the dwelling unit alone. Such 
a change in emphasis from existing subsidy programs would greatly aid the 
private market to renew or remove substandard units. 

All of these points are developed more completely in my papers, but it may 
be useful to call attention to some of the more specific details. According to 
the census, demolitions and other changes have in recent years decreased the 
housing stock at a rate of around 210,000 units a year. Nearly a quarter of 
these were removal of temporary wartime units. Fifteen to twenty percent 
came from demolitions for public housing, urban renewal, and highway programs. 
Some losses came from changes to quasi-dwelling units, to nonresidential uses, 
and from movement of units from the site. These amount to a net loss of 
about 70,000 units a year since about 140,000 units a year are gained from these 
sources while 210,00 are lost. Finally the largest losses are from fires, floods, 
and particularly from demolitions on sites needed for other uses such as stores, 
apartments, ete. 

There is no evident reason to expect a major change in the number of units 
lost from these more or less normal factors, although some increases would be 
expected because of the larger housing stock. On the other hand, a greatly ex- 
panded highway program has been passed which should lead to demolitions of 
about 60,000 a year. A decidedly increased urban renewal and redevelopment 
program is in process of expansion. Under the grant authorization voted re- 
cently by the Senate, such a program would bring about gross purchase cost 
for land and structures of about $600 million per year. If such a program be- 
comes law and is continued for the decade, it would lead to the demolition of 


an additional 75 to 85,000 units per year. As a result of these factors, net losses 


through demolitions would be about 295,000 a year. 
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In contrast to these losses, increases in the housing stock from peripheral 
causes such as trailers, marginal and temporary units, shifts from farms, and 
net gains of conversions over mergers, have averaged about 185,000 a year in 
this decade. (The annual average was about 350,000 in the previous decade.) 
Again there is no obvious reason to expect much change in these factors. Asa 
result, I conclude that the only increase in demand from all of these extremely 
varied but significant forces on both the positive and negative side will be that 
which results from increased highway and urban clearance programs. ‘These 
should lead to a net increase in demand, compared to this decade, of about 
100,000 units a year. 

Between 1950 and 1957, a high percentage of units removed from the housing 
stock were substandard. In addition,.a rather high number of units were re- 
ported in 1950 appear to have decreased at a rate of about 3 percent a year. 
had been so in 1950. As a result, the number of nonfarm substandard units re 
ported in 1950 appear to have decreased at arate of about 3 percent a year. 
If a similar rate of change were to take place until 1970, the total number of 
substandard units reported by the census would fall to between 5 million and 6 
million. 

How many substandard units would there really be? This we have no way 
of answering. It sometime surprises me to see billions of dollars spent on pro- 
grams, but practically no attention given to finding out just what and how large 
the problem we are trying to correct is. The census definition of substandard is 
not a particularly good one for policy decisions. One of my colleagues in a 
small field survey found only a poor correlation between the census definition 
and what I would feel to be a far better one for policy purposes “units in which 
conditions endanger life, limb, health, safety, or welfare.” 

Until we know how many substandard units there really are and where they 
are, I don’t see how we can estimate how much of this problem will or will not 
be solved: by the present programs. 

My final point deals with a different problem. It suggests that the private 
housing market can be greatly expanded if families now out of the market be- 
cause of low incomes are allowed to buy on special terms available to them only 
so long as their income remains low. Such a new source of credit might save 
tremendous sums in housing resources if it enabled us to renew existing struc 
tures in our central cities. A well thought out credit system such as, that which 
exists on a small scale for veterans in California might turn out to be self-sup- 
porting in the same manner and to the same degree as FNMA, FHA, and the 
HOLC. 

I note that the present housing bill contains a provision that tenants in public 
housing can purchase their units under special terms—actually somewhat more 
advantageous than I am suggesting here. This is a related idea because it calls 
for shifting principal payments over time and a contract usable only by a given 
family. 

I feel that this committee in its deliberations can make a tremendous con- 
tribution to the national welfare and to the housing industry in particular if it 
follows through from the logic of these hearings and its stated purpose of mak- 
ing a basic investigation into long-run credit needs, at the same time reconsider- 
ing the logic and internal consistency of the present programs. Housing re 
sources are very expensive. Do our present programs really make most efficient 
use of them? Is the problem for the decade 1960-70 really one of simply tinker- 
ing with our present laws, or is it more basic? As a social scientist, I recognize 
the very great political difficulties of attempting to alter the existing program. 
As an economist, however, I have a feeling that our housing program is now 
such that there are appropriate changes which would achieve that economic 
ideal of all interested parties achieving greater utilities without requiring addi- 
tional expenditures of resources. 


Senator Musxre. I suggest at this point that we ask Mr. Gillogly 
to present his statement, and then we will have heard from all of the. 
witnesses. 
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STATEMENT OF DAVID K. GILLOGLY, GRADUATE FELLOW IN ECO- 
NOMIC RESEARCH, UNIVERSITY OF MIAMI, CORAL GABLES, 
FLA. 


Mr. Giuttocty. May I explain that I am here as a substitute for Dr. 
Wolff. Dr. Wolff is director of the Bureau of Business and Economic 
Research at the University of Miami, and he has contributed the 
paper to the Study entitled, “Substandard Dwelling Units and Their 
Replacements, 1961-70.” 

I am a graduate fellow in economic research at the University of 
Miami, and I really have come here more to try to present Dr. Wolff’s 
views on the subject and give the substance of his monograph. I did 
assist him in preparing some of the material, so I am somewhat 
familiar with it. 

Would you like me to read my paper? 

Senator Muskie. I think that would be helpful. 

Mr. Gitxocty. All right. 

The monograph places primary emphasis on an analysis of the 
“substandard” inventory and its present and future quantities and 
changes. It deals to a lesser extent with the net replacement demand 
created by the gains and losses of the nonfarm housing inventory by 
reason of a variety of changes other than new construction. Of first 
importance, then, is the qualitative definition of “substandard.” Due 
to the limitations of available data and more-or-less frequently ac- 
cepted usage, “substandard” is defined to include all dilapidated units 
plus nondilapidated units which lack complete private sanitary facili- 
ties; that is, flush toilet, private bath, or hot running water. I might 
add here that, as Dr. Maisel pointed out, the definition bears very 
much on the sharing of facilities between two units. A measurement 
: the extent of this aspect is not available from known published 

ata. 

Any definition of the substandard inventory is to some extent 
arbitrary. We use the census definition because reliable data by any 
other acceptable criteria are just not available. This definition omits 
inventory which is not structurally substandard or has inadequate 
equipment but suffers from neighborhood blight or deterioration. 
The important consideration is that it does provide a consistent basis 
for making relatively reliable measurements. It follows that past and 
future change assessed by these definitions could be reasoned to more 
or less parallel the changes that would likely prevail by most other 
qualitative definitions. That is, for example, if you wanted to include 
unpainted houses as being substandard or indicating substandard 
neighborhood, you would be likely to find changes more or less parallel 
to those yielded by the criteria we have chosen. 

The analysis and forecast of changes in the substandard inventory 
is given in considerable detail (though far from exhaustive). The 
primary conclusion that may be drawn from this analysis is that sub- 
standard housing is diminishing rather than increasing as a major 
economic problem. 
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Opinion has been expressed in some quarters that we are rapidly 
increasing the number of houses that are substandard. Analysis of 
the national housing inventory (NHI) data for the 1950-56 period 
refutes this contention. We have, in fact, during this period, al- 
lowed only about 1.4 million units to lapse into the substandard classi- 
fication, while 4.5 million formerly substandard units have been re- 
stored by repair or rehabilitation. Any major reversal of this trend 
seems unlikely. That is, considering the fact that we have less sub- 
standard inventory to work on. 

Senator Muskie. May I ask a question at this point, Mr. Gillogly? 
You make the point that we have allowed only 1.4 million units to 
lapse into the substandard classification. Is that according to the 
Census Bureau substandard classification, or the definition that you 
have suggested here ? 

Mr. Gittociy. Well, actually, we have used the Census substandard 
definition. We have used the Census Bureau’s definition of “sub- 
standard,” so that they are the same. 

Now, these units that we speak of that have been allowed to lapse 
into the substandard condition are only concerned with those units 
that were in the 1950 inventory that were still in it otherwise un- 
changed in 1956. It doesn’t take into consideration, for instance, 
those units that were demolished during the period which may have 
lapsed into substandard condition after 1950. 

Senator Muskie. You are saying, then—I just want to nail this 
down—that the definition on page 2 is the Census Bureau definition? 

Mr. Gitioety. They don’t use the word “substandard,” as Dr. Maisel 
pointed out. 

Senator Muskie. But the elements. 

Mr, Gittocty. The elements imply that any unit which does not 
have complete private sanitary facilities is not a standard unit. 

Senator Muskie. Under the Census definition does overcrowding 
come into the picture at all? 

Mr. Gitiocty. No, not in this sense. It probably may be derived 
from other statistical series, but I am not certain whether cross- 
tabulations of household density with this condition are available, 
at least they are not from the 1956 NHI figures. That would be an 
interesting comparison. Cross-tabulations could be made of the struc- 
tural characteristics and the size of the house and number of people 
occupying a unit. 

Senator Musxir. Are you and Dr. Wolff satisfied with the Census 
Bureau’s definition of “substandard” ? 

Mr. Gittociy. Not entirely, but you get into a lot of very com- 
plicated subjective considerations for every type of definition that you 
would like to include, and you certainly couldn’t satisfy everybody. 
A lot of these considerations are important from one viewpoint but 
not from another. 

Senator Musxre. Would you say that the definition of the Census 


Bureau results in a too-low or too-high assessment of the number of 


substandard dwellings ? 

Mr. Gitiociy. Well, it depends on what use you are going to make 
of the statistics. If you wanted to look just at the units which required 
replacement from new construction because they are structurally un- 
sound and that really ought to be torn down, maybe you would look 
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only at the dilapidated units. You can always put a bath in a house 
that is structurally sound and make it a standard dwelling unit; you 
don’t need to tear it down. 

Senator Muskie. Would you say, then, that the Census Bureau’s 
definition results in a count that is inclusive of all housing that ought 
to be replaced by new construction ? 

Mr. Gittocty. No; I wouldn’t agree that we need to replace all of 
that housing. 

Senator Muskie. That wasn’t my question. I said: “Do you think 
that the Census Bureau’s definition results in a count which includes 
all substandard housing that ought to be replaced by new construc- 
tion?” Certainly, it includes housing that does not need to be re- 
placed, but does it include all housing that ought to be replaced ? 

Mr. Grtiocty. I would be inclined to say that it does by some 
standards, certainly by 

Senator Muskie. By any reasonable standards? 

Mr. GitLociy. Sometimes a neighborhood, for instance, may have 
enough substandard units in the whole neighborhood—it would be 
wise to clean out the entire neighborhood, including some units that 
are also standard. 

Senator Musxir. Neighborhood blight, then. 

Would any of the rest of you care to comment? Professor Maisel? 

Dr, Marset. I would just comment to this effect, that I think we 
have to be very careful whether we are talking about the demand for 
new construction or demand for renewal and rehabilitation. Part 
of the Census definition, as was just indicated, can be brought up to 
standard. 

In the study down in our office, though, it turned out that this was 
sometimes not economically feasible. Other units which the Census 
does not count as substandard could not be made standard on an 
economic basis. I think the problem here is that too little considera- 
tion has been given to the existing stock and what the best way of 
using it would be. 

I suggest that we are not using our existing stock as well as we 
could, and I believe that one of the primary problems of this committee 
isthat our present mortgage program puts all the stress on building 
houses rather than making the best use of existing houses. I think 
a lot of this can be laid right at the door of our governmental] hous- 
ing programs. The whole stress has been on not using existing hous- 
ing, and yet, economically, if we used older houses we might be far 
better off'as far as the country is concerned. Going back to the older 
people you were talking about, very frequently a good use of existing 
housing, if brought up to standard, might make a far more economi- 
cally feasible program. To repeat, I don’t think you can really 
answer your question as you put it. 

Senator Muskie. Let me ask you this question: As income levels 
go up and as standards of living rise, then presumably people are not 

going to be satisfied with the standards of housing at the lower end 
of the spectrum. Does this change in their desires place in the cate- 
gory of substandard dwelling the housing from which they move as 
they become financially able to do so? 

Dr. Matsen. Yes; but it may still be profitable under better financial 
terms for them to rehabilitate and use their existing units, 
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Obviously, here in Washington we have the best. example of thou- 
sands of units in Georgetown brought up to standard. In other words, 
the fact that the structure is substandard by present definition doesn’t 
mean that it always has to stay that way. It may be economically 
cheaper and we may be better off as far as urban life is concerned 
reusing some of those units. 

The point I was making previously is that I think under present 
mortgage programs of the Government this is virtually impossible, 
The Government has put all its stress on new building rather than the 
reuse of old buildings. 

Senator Muskie. You are saying these tools are not being used. 
Are you saying they are not available under the present program ? 

Dr. Maiset. We are getting somewhat out of my field of compe- 
tence when we talk about this, but I think, actually, that they are 
basically not really available. But to know we would have to havea 
really good study of how the FHA works, particularly with respect 
to the new programs such as 220,221. But from my own experience— 
and this is limited—the FHA is really not competent under its pres- 
ent structure to deal with existing units. 

Mr. Casu. Professor, would you say, then, that in your experience 
FHA is unwilling to recognize value in some older parts of urban 
areas that they would recognize in suburban areas? 

Dr. Matsex. Yes; I would say that under the FHA definition of 
“values,” and the way they determine valuation, that this is an obvi- 
ous statement. 

Mr. Casu. You think there is room to improve FHA’s administra- 
tion of the act that they now have, if they would take another look at 
the way they value downtown properties? 

Dr. Matsex. Yes; this is apparent. I noticed that Commissioner 
Zimmerman, as he has gone through the country, has made this point. 
But I also have a feeling fhat in the past the Commissioner’s state- 
ments and the policies of the actual people approving loans have not 
had very much connection. I don’t know whether that is a fair state- 
ment or not, but I think this is the case. 

Senator Musxie. I think that we ought to get back to Mr. Gillogly. 
We have diverted him from his text here. 

Mr. Giitocty. I will continue, then. 

The monograph reveals many other interesting aspects of the sub- 
standard analysis. As these do not answer the questions directly, they 
need not be elaborated for the purpose of thissummary. As possible 
determinants of Federal policy with respect to substandard housing 
they would be most useful at a more detailed level. They may indi- 
cate the areas of greatest need or the types of aid that would be most 
effective for the least expenditure. Contrasts are drawn for geo- 
graphic areas: white versus nonwhite, inside versus outside metro- 
politan areas, owner versus rental and vacant units, farm versus non- 


farm, and declining of condition versus repair and rehabilitation.. 


(This still doesn’t really supply the degree of detail that would be 
finally needed.) 

With respect to the specific questions, it has been necessary to de- 
viate on one detail: The NHI data on components of change was not 
available by farm and nonfarm nor by urban and rural. Although 
the estimates of net substandard units in the occupied nonfarm in- 
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ventory for 1961 and 1970 are felt to have been reasonably derived, 
to have extended this to individual components of change without 
some point of departure would have been purely speculative. As it is, 
the estimates must be viewed as subject to substantial tolerances. 
Data sources are extremely limited and assumptions based on judg- 
ment and experience were obviously required. 

The specific questions and their answers as supplied by the mono- 
graph are as follows: 

Question. What is a reasonable estimate of the total number of sub- 
standard nonfarm housing units which will be occupied in 1960? 

Answer. Approximately 7 million occupied nonfarm units are ex- 
pected to be classed as substandard at the end of 1960. This was 
derived from an estimate of 11.5 million substandard units for the 
total U.S. inventory including farm and vacant units. 

Question. How many additional occupied nonfarm units will be- 
come substandard in the years 1961-70? 

Answer. As stated earlier, it is held to be too speculative to estimate 
individual components of change (for its occupied nonfarm sector, 
separately). However, for the total U.S. inventory, roughly 2.1 
million units are expected to become substandard during the decade 
1961-70. 


Question. How many substandard units will be made standard 
through repair or rehabilitation ? 

Answer. It is anticipated that approximately 4.6 million units will 
be made standard by repair or rehabilitation. That is for total U.S. 
inventory, for the decade 1961 through 1970. 

Question. What is a reasonable estimate of the number of occupied 
nonfarm housing units which will be destroyed or demolished by fire, 
flood, windstorm, slum clearance, code enforcement, highway construc- 
tion, and other causes in each of the years 1961 through 1970? 

Answer. About 3.2 million units are expected to be lost from the 
total U.S. housing inventory due to the causes mentioned. This in- 
cludes a net amount of both additions and depletions to the inventory 
through miscellaneous causes not involving physical destruction. For 
example, the loss of a residential unit through its change to nonresi- 
dential use such as a store, office, or transient accommodation. 
Changes of a reverse nature represent additions by this process. It 
also should be noted that in both of the foregoing estimates allow- 
ances have been made for an increased rate of demolitions—both for 
expected increases in urban renewal activity and in highway program 
clearances. 

Question. How many of these units will be substandard ? 

Answer. It is estimated that, of the foregoing units (total United 
States) , the number substandard will fall in the vicinity of 2.7 million 
units. 

Question. What is a reasonable estimate of the number of units 
Which will be added to the inventory through conversions of existing 
structures ? 

Answer. Conversions may be expected to account for the addition 
of nearly 1 million units to the total U.S. housing stock during the 
decade 1961-70. Of these, it is estimated that 480,000 will be sub- 
standard. 


Question. How many will be lost through mergers? 
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Answer. Mergers will likely account for loss of about 600,000 units 
from the total inventory, including about 470,000 which are sub- 
standard. This estimate anticipates a sharp decline in the merger 
rate—based on the assumption that a large part of the 1950-56 experi- 
ence resulted from reversal of numerous conversions made during 
World War II and the postwar housing shortage. 

Question. What is the total effect of the above factors in the de- 
mand for housing during the years 1961-70? 

Answer: Estimates of the net effect on housing demand by the com- 
ponents of change are given in table 36, page 55 of the study. These 
are supplied for all units affected and for those attributable to sub- 
standard condition. These are 2,830,000 and 2,740,000 units respec- 
tively. These figures may imply an accuracy that is unwarranted, 
by the nature of the data and necessary assumptions, and the replace- 
ment demand might better be expressed as likely to range between 
2.5 and 3.0 million for the decade, including some small number of 
farm and vacant units which we have made no attempt to estimate. 

Senator Muskir. This would run between 250,000 and 300,000 a 
year ? 

Mr. Gitwtocry. That is right. 

Senator Muskie. It is not too far from Senator Sparkman’s figure. 

Mr. GrtLociy. You say it is not? 

Senator Muskie. Yes. 

Mr. Gittoeiy. Of course, you understand that my figure is for the 
total inventory, and it includes vacant units, and this is actually prob- 
ably a difference in assumptions as far as Senator Sparkman’s esti- 
mate goes. 

Senator Muskie. How do you arrive at the Reine as to the number 
of units that will become substandard, forgetting about these other 
factors, rehabilitation, slum clearance, code enforcement, highway 
construction, and so on? What are the bases for any conclusions as 
to what units which are now standard would become substandard in 
any given period of time? 

Mr. Gituociy. W ell, this becomes involved in the differences of 
opinion between our first two witnesses as far as the appropriateness 
of making purely mechanical projections as against judgment factors, 
and I am really not prepared to mediate that argument. Actually, 
even a judgment figure requires some point of departur e, at least, and 
so we start with a mechanical basis. In this case we had, for data to 
project from, only one figure, and that was the experience in 1950 
through 1956 as revealed by NHI. It is rather difficult to apply judg- 
ment to all the subjective considerations that are inherent in that ex- 
perience. The question in applying judgment to a projection of that 
figure is whether or not we have any real basis for assuming that it 
won't continue at the same rate, and the only consideration by which 
we have felt we could modify that rate by was the fact that the sub- 
standard inventory had, of course, become smaller, we had less to: 
work on. 

So from this viewpoint it seems reasonable to apply the same per- 
centage rate, which would actually give us in net actual units removed, 
a slightly smaller figure for future years. 
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Senator Muskie. Your figures project a sharp decline in the total 
number of substandard units. When are we going to get down to 
zero ¢ 

Mr. Gituoeiy. Well, if a rabbit goes half way to the hole at each 
jump, when does he get to the hole? 

Dr. Brarr. I am somewhat puzzled by a statement Mr. Gillogly 
made about table 36 of the study. He said, if I understood him cor- 
rectly, that this includes changes in the inventory of vacant dwellings, 
Does Mr. Gillogly mean to imply that this does infer an increase i 
vacant dwellings or that it might and he just does not know? 

Mr. Gitioety. This gets rather involved, and it is a very interesting 
aspect. I think there are an awful lot of answers to be supplied about 
this vacant inventory. This is one thing that I think concerns every- 
body that works with housing statistics. We need better measures, we 
need a lot more analyses applied to the measures that we have, and 
there may be a lot of answers in the vacant inventory that we don’t see. 

From computing the experience of the 1950-56 period one way, we 
show that in 1950 10 percent of all of our substandard units were 
vacant. In 1956, 20 percent of our substandard units were vacant. 
This doesn’t necessarily mean that the percentage of vacant inven- 
tory that is substandard is any larger. Since the vacant inventory 
is larger, the substandard portion is numerically larger but percent- 
agewise the substandard component of the vacant inventory has been 
reduced from about 56.4 percent to 47.6 percent (1950-56). 

Senator Muskie. What proportion of vacancies would be in rental 
housing as contrasted to nonrental housing ? 

Mr. Gitioety. Actually, some information on that came out after 
we completed our study when census released the third volume of 
NHI. 

You say the question is what percentage—would you restate the 
question ¢ 

Senator Musxir. Yes. What proportion of the vacancies are in the 
area of rental housing as compared to nonrental housing ? 

Mr. Gitiocty. Do you want to take the time here for me to take a 
quick check on this?) They do have this information in volume III. 
: Senator Musxir. Why don’t we simply get the figure. We have it 

ere, too. 

Mr. Coan. This is a table from the Census Bureau NHI survey 
which gives the detail on both occupied and vacant units. The number 
of vacant available units for rent in 1956 was 1,294,000; the number 
of vacant available units for sale was 403,000. May we put this in the 
record ¢ 

Senator Muskie. Since we have the information, I will not press 
that one any further. 

(The tabla referred to follows :) 
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Mr. Gintociy. Of course, then in NHI’s table, in volume III, I 
think it is somewhere around table 20, they show this condition of 
the vacant inventory only insofar as those units which are available for 
sale or available for renting. They don’t break it down further 
by the other types of vacancies that we have. And we have a large 
part of the vacant inventory which has already been sold or rented 
but it is awaiting occupancy. It is involved in the turnover. Next 
month most of the units that those people live in presently are going 
to be vacant, and we don’t know what the characteristics of those 
units will be. So that this is a constantly changing thing, and it is 
somewhat important to know a lot more detail on what those changes 
involve. 

Dr. Matset. May I just go back to the question Dr. Bratt raised 
originally? If you notice, actually, my estimate of the total demand 
from replacements and that of Dr. Wolff were practically identical, 
which is not surprising; we both simply moved the trend forward 
and we came up with identical answers. 

Senator Musxtz. What is that number? 

Dr. Matset. My actual number was 295,000 a year less 40,000 net 
from conversions, or 255,000 in the nonfarm group, and he says “some- 
where between 250,000 and 300,000 in the farm and nonfarm.” 

Senator Musxie. You were both dealing with the same decade, 1961 
to 19702 

Dr. Matset. Yes, but this does not show the net demand for new 
construction. Because you have offsets. Some farmhouses will be- 
come nonfarm, we will continue to build trailers that people will live 
in; we will also build some marginal units, seasonal units, shacks, 
and things like that that the Bureau of Labor Statistics does not 
count as permanent construction. So that to get the actual replace- 
ment demand for permanent construction you have to take this figure 
that Dr. Wolff and I have and subtract from it these other non- 
permanent units. 

Senator Muskie. When does a farm become nonfarm ? 

Dr. Matsext. When a farmer goes to work in a factory and earns a 
certain percentage of his income from factory work instead of the 
farm, or his wife goes to work. Then the census transfers him and 
says he is no longer a farmer and the unit is no longer a farm, it is 
now part of the nonfarm inventory. 

Senator Musxir. When a farmer goes from potatoes to broiler pro- 
duction, does he remain a farm unit or a nonfarm unit? That ques- 
tion does not need any answer. 

Mr. Cash has some questions. 

_ Mr. Casn. I would like to try to summarize the testimony this 
morning, Senator. This is not addressed to anyone specifically. 
Anyone who cares to may answer. 

If the committee were to accept the series B estimate of approxi- 
mately 10 million units needed to accommodate new households, is it 
sufficient to add this estimate of 2.5 million needed for replacements 
and arrive at a total for the 10-year period of 12.5 million needed 
for those purposes, or is there some other factor to be considered ? 

Dr. Bratr. You would have to have a good deal more than that. 
You certainly have to add replacements. 

Mr. Casu. That is 2.5 million. 
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Dr. Bratr. Maybe not 2.5, because you may have to net it out as 
Dr. Maisel suggests, but certainly you have to add something for re- 
placements. ‘As I understand it, Dr. Maisel makes a good distinction 
between replacements and demolition. You can’t say every demo- 
lition is necessarily a replacement. But I think one point the com- 
mittee should remember is that just the number of dwelling units 
doesn’t give you anywhere near the total amount of residential hous- 
ing expenditure. There are a lot of other factors. 

Mr.Casn. What are they ? 

Dr. Brarr. There are additions and alterations that represent an 
increasing part of the total inventory of our housing. Nonhouse- 
keeping facilities represent summer camps and vacation cottages, 
These are the biggest of the other items. 

Mr. Casu. How-can we arrive at this number; if 12.5 million is not 
the number, how do we make a judgment on what 

Dr. Brarr. You will have to add, to get some estimate of these 
other factors, to independently add them in. 

Mr. Casu. And they do not appear in the data we have gathered 
so far? 

Dr. Brarr. No. 

Dr. Matsex. I would say that one factor you have left out is this 
question of vacancies. I would assume that the vacancies will not con- 
tinue to go up at a rate of 400,000 a year as they have been going up, 
but that you might well want to put 100,000 or some figure such as 
that in there for growing vacancies. 

When you have that figure you have a figure on total demand for 
houses in terms of the number of occupied “households, but then you 
have to come to my point and Dr. Bratt’s point: How much of this 
total demand of 1.35 or 1.4 will be taken care of outside of the per- 
manent construction market. I think if we got back to 1.2 or some- 
thing like that, we would be all right. 

Senator Muskie. Do I understand you to say that to measure the 
factor of vacancies you would add 100,000 to this 12.5 that 

Dr. Matset. Yes; what I am'saying is that at the moment we have, 
out of a total of 55 million houses—this was at the end of 1956—we 
had around 5.5 million vacant. Now, we are here talking about in- 
creasing the total inventory up to 65 million. Therefore I assume 
that the number vacant of 65 million should be somewhat larger than 
the number vacant of 55 million, if we are going to have this room to 
maneuver and this increased number of seasonal units and so on. 

Senator. Muskie. In other words, we have to add in a factor which 
in effect says that we are going to build 12,600,000 units of which 
100,000 would be vacant at some point in the 10- -year period. 

Dr. Marsev. 100,000 a year, or a million at the end of the 10-year 

eriod. 
ri Senator Muskie. Vacancies that will occur in this new housing? 

Dr. Martsev. Certainly. 

Senator Muskie. That quickly? 

Dr. Matsex. Well, it is just that you have more families moving 
around. If you are going to move at the same rate you have to have 
more vacancies to take care of it. 

Senator Muskie. This does not mean that the term “vacancies” is 
not synonymous with “abandonment” of the houses? 
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Dr. Matseu. No, this was the point that was just made by Mr. Gil- 
logly, that at any time we are moving with fair frequency. We have 
commitments to two houses, because we have our old house that we 
are living in, and we have bought a house, or we are in an apartment 
and we have rented a new apartment. So that we need vacancies if 
we are going to be able to move around as we want. We need a certain 
stock to be vacant at any time. This is also true where we have a 
family that owns two houses. If you have a summer cottage, this is 
really a need for a vacant unit that shows up. We are living in our 
main house. 

Senator Musxtr. I agree with this, but I am a little surprise that 
you consider that new housing would move into this area so quickly. 

Dr. Brarr. May I suggest, I think there is a misunderstanding 
here. I don’t believe Dr. Maisel infers that it occurs in new housing 
much, he assumes that it occurs in the total housing stock when this 
number of new housing is added. I think also there is still a con- 
fusion on this matter of so-called nonhousekeeping facilities. I will 
admit that I don’t like the definition as the census makes it, but as 
long as the census makes this definition and keeps it separate, we 
have to be very careful, it seems to me, to recognize that it does in- 
yolve completely separate, additional factors in housing. 

Senator Musk. Dr. Glick. 

Dr. Guick. I just wanted to point out that as the farm households 
decline you have vacant houses in rural areas. Are they really effec- 
tive units? Presumably, they would not be counted as any contribu- 
tion toward satisfying housing needs. I mention this just as a matter 
of putting it on the record. 

Mr. Gittoety. They would contribute to the need, certainly, in that 
what happened to the people that moved out of those houses? They 
have to be replaced by the use of another house someplace. Of course, 
when you get into the question of the vacancy rate, you could, 
especially with respect to substandard houses, get into a very sub- 
jective consideration as to why the people moved out of the sub- 
standard house. Was it just involved in normal turnover? In other 
words, was that substandard house in an area where it is going to 
be used right away? It may not be acceptable from the standpoint 
of desire, but it is at least accepted in that community that some- 
body will move in there. 

Senator Muskie. That is not always so, is it? As a community 
improves generally, there is a lot of movement out of the lower stand- 
ard housing that does not find a market. Many of these houses may 
not be substandard at the time but families move out because they are 
no longer desirable. 

Mr. Gitrociy. That is right. Some of these houses, then, are re- 
tired as vacant, the inventory will be retired, because of the fact that 
they are not acceptable houses from the standpoint of standard, and 
this is a logical deduction. And yet when you look at the statistics 
between 1950 and 1956, you look at the vacant inventory, and cer- 
tainly the vacant inventory has increased, as Dr. Maisel points out. 
It has increased very significantly, and yet no one has come up with 
an ideal criterion for measuring what is an ideal vacancy rate. It 
may also be significant that although vacant substand: rd units in- 
‘reased numerically, due to the fact that the total vacancies also in- 
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creased, the percent of vacant units that were substandard actually 
declined slightly —56.4 percent to 47.6 percent, 1950 to 1956. 

Senator Muskie. Have we nailed down a firm figure on the number 
of vacancies ? 

Mr. Coan. We have a table that shows the total number of vacan- 
cies in 1950 as 3.2 million and in 1956 as 5.5 million. We have put 
this table in the record. 

Senator Muskte. That is the table we put in the record a few min- 
utes ago. * 

Dr. Maisel ? 

Dr. Maiset. Senator, I think you have to be aware that as people 
move, vacancies increase at the same time you increase net demand. 

Senator Muskie. No, I meant it will increase vacancies, not neces- 
sarily increase replacement demand. 

Dr. Matset. A related point. 

There is a study that I know of in existence that has gone into this 
thing. My colleague, Dr. A. H. Shaaf, estimates that we would be 
better off bringing substandard units up to standard in about 80 per- 
cent of the cases in the small area he studied. That it is economically 
more feasible than tearing those units down. 

So what you were really saying, I believe, is that we have a demand 
for a way to make substandard units standard. This is an expensive 
proposition, but it is still cheaper than tearing that unit down and 
starting all over again. 

Senator Muskre. I know of some instances, Professor Maisel, 
where lower standard housing, not poor housing, not even close to 
poor housing, has been vacated by people whose incomes have im- 
proved. They l-ve moved into their own homes in suburban areas. 
This housing that they once occupied is in a crowded area, clean, all 
perfectly good, but no market for it. You cannot make a single- 
family home with a nice Jawn and yard out of an area where these 
relatively nice homes are abutting against each other. It is not a 
blighted area, it is not a slum area, but it is going to become one if 
it remains unoccupied long enough. I do not know to what’ extent 
this exists throughout the country, but I know it does exist, and that 
is the kind of situation I was trying to pinpoint. 

Dr. Marset. But here I think this is a question of price. In effect, 
the owners of that house are not willing to move their price down toa 
point where somebody is going to buy it. As an economist I just 
can’t agree this makes sense. There are obviously some psychological 
reasons wliy you would have empty houses, but normally there should 
be some price, which may be zero, that will clear the market. 

Senator Muskie. At zero it would quickly become a slum. 

Dr. Matset. I know, as you do, of houses that have been torn down 
and things such as that, but our whole housing history is that this isa 
very, very rare occurrence. 

Senator Musxre. I was going to say, summing up, you would con- 
sider this an unusual and _ not really a measurable factor. 

Dr. Brarr. It seems to me that it is interesting that the two par- 
ticipants here who keep talking about increasing vacancies come from 
Florida and California. Because a very important factor in, as I 
remember, the census data on the percentage of vacancies, is that they 
are much larger in the in-migration areas than they are for the country 
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as a whole. If these in-migration areas don’t tend to continue to 
draw as many people from the rest of the country in the future as 
they do now—you will note in my table I show that the new dwelling 
unit is 22 percent in California—if they don’t continue to draw this 
number, maybe you won’t get this increased vacancy rate that these 
people that live in these plush areas are projecting. 

Dr. Matsex. This goes back to the original point that Dr. Bratt 
brought out: Vacancies are where people are moving in, not where 

eople are moving out. Most people are just amazed at this fact, 
but if you take all the growing metropolitan areas, you find that the 
faster they grow the greater the vacancies. 

Senator Muskie. The situation I am thinking about perhaps exists 
more in areas where the population is stable but people are moving 
out of multiple dwellings and going into single homes. 

Dr. Matse.. But at least in 1950 it showed up the opposite way, and 
this goes back to the fact that a lot of the vacancies are in new houses 
that are being built for the in-migrant to come into. 

Dr. Brarr. Not that the new houses will remain permanently vacant, 
this is just sort of a longer turnover rate for the new houses. 

Dr. MatsEu. Right. 

Senator Muskie. Are there any other comments any of you gentle- 
men would like to make ? 

We still have not nailed down my figure. Well, perhaps we can, 
by exploring some of the lines we have opened up here this morning. 

I would like to say I appreciate the testimony all of you have given 
and your willingness to participate in this informal roundtable dis- 


cussion. It has been helpful, I am sure, to all of us, and I want to 
thank you all for coming. 

We recess now until 10 a.m. on next Tuesday. 

(Whereupon, at 12:22 p.m., the subcommittee recessed, to reconvene 
at 10 a.m., Tuesday, May 19, 1959.) 
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TUESDAY, MAY 19, 1959 


U.S. SENATE, 
ComMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON Hovustne, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New Sen- 
ate Office Building, at 10:07 a.m., Senator John A, Sparkman (chair- 
man of the subcommittee) presiding. 

Present: Senators Sparkman and Muskie. 

Senator SparkMAN. Let the subcommittee come to order, please. 

There will be other Senators present, I hope. However, the Senate 
is In session already. It is going to be difficult for them to attend 
this morning. But I think we had better get started and get as far 
as we can. 

The basic purpose of these hearings is to obtain information which 
will help the committee form a judgment regarding the necessity for 
Federal legislation to improve the ‘supply and distribution of home 
mortgage ¢ ‘redit dur ing the 1960s, 

Problems of physical requirements for residential construction are 
very significant in determining the necessary quantity of mortgage 
credit. 

Today the subcommittee will be hearing witnesses who will give 
us information about the supply of materials, the supply of labor, 
building sites, and technological changes, particularly as these factors 
may affect the cost of housing i in the future. 

Our witnesses this morning are Mr. Joseph L. Fisher and Mr. Ed- 
ward Boorstein, of Resources for the Future, Inc., Dr. Emerson P. 
Schmidt, Director of the Economic Research Department of the U.S. 
Chamber of Commerce, and Mr. Cornelius R. Grey, administrative 
assistant to the president and secretary-treasurer, Building Construe- 
tion Trades Department, AFL-CIO. 

First, I will call on Mr. Joseph L. Fisher and Mr Boorstein to 
come ar ‘ound, if you will, gentlemen. 

Mr. Fisher, we have a statement that you have prepared. You 
proceed as you see fit, either read it, discuss it, or in any way you see 


fit. 






STATEMENTS OF JOSEPH L. FISHER, ASSOCIATE DIRECTOR, AND 
EDWARD BOORSTEIN, ECONOMIST, RESOURCES FOR THE FUTURE, 
INC., WASHINGTON, D.C. 


Mr. Fisner. Thank you. 
If it is agreeable, Senator, I shall read the paper, and Mr. Boor- 


we and I will both be happy to try to answer any questions you may 
lave, 
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Senator SparkMAN. Mr. Fisher, let me ask you first: I was rather 
intrigued by the name of your organization, Resources for the Future, 
Inc., Ww ashington, D.C. 

For the benefit of the record, will you explain just what that is? 

Mr. Fisuer. Yes, indeed. 

Resources for the Future is a research and educational foundation 
established and supported by the Ford Foundation. Its headquarters 
are here in Washington. 

It has been engaged in a series of research studies on natural re-" 
sources and their place in the development of the American economy 
over the last 4 or 5 years. 

Senator SparkMAN. All right, sir. 

Go right ahead. 

Mr. Fisner. Thank you. 

Our paper was submitted in response to the following questions: 

What are the prospects for an adequate supply of basic residential 
construction materials during the period 1961-70? To what extent 
will the cost of basic materials increase or decrease the per-unit cost 
of housing? How should Federal programs be supplemented or 
modified to improve prospects for an adequate supply ? 

As a basis for dealing with these questions we prepared projections 
of dwelling-unit construction in the 1960’s, assuming a reasonably 
high level of economic activity with no m: jor business recessions and 
no major wars. Our medium projection of all new dwelling units— 
that is, farm and eer permanent and nonperma inent—indicates 
that, compared with past peak levels of about 1.5 to 1.6 million units 
in 1950 and 1955, Sata construction will probably run roughly at 
about 1.4 million in 1960, 1.6 million by 1965, and 2.1 million by 1970. 
Our low and high projections provide the following ranges: 1960: 
1.2 to 1.6 million units; 1965: 1.4 to 1.9 million; and 1970: 1.8 to 2.7 
million. 

The conclusions we drew from the projections were as follows: The 
number of new dwelling units built in the early sixties will probably 
not be higher, at least. not substantially higher, than peak levels 
already achieved in the past. But around 1965 when the postwar 
babies begin to reach marriageable age, new housing construction will 
probably exceed past peak levels, moving toward new peaks higher by 
some 30 to 40 percent. It is possible that the upsurge will begin some- 
what before 1965 and in individual years reach levels much higher 
than 40 percent above past peaks. It is also conceivable that dwelling 
unit construction, although generally moving at high levels, will not 
greatly exceed past peaks until late in the decade. But even on the 
most modest assumptions, it seems fairly certain that past peak levels 
will be exceeded substantially sometime between 1965 and 1970. 

Given this situation, general considerations warrant the overall 
judgment that there may be substantial tightness of supply for many 
of the materials used in residential construction during 1965-70. 

In the construction materials industries, ability to meet. increases 
in demand depends on maintaining an ample general base from which 
expansion can readily take place. This means a sufficient number of 
going organizations, ‘adequate trained manpower, efficient plant and 
equipment, keeping marginal firms in the market, and so forth. 

The key factor in maintaining or increasing capacity is the pressure 
of actual or imminent demand. Given this, the very pattern which 
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housing construction will probably follow in the sixties is likely to 
make for problems : The moderate level of residential construction and 
the easy supply situation that will probably prevail in the early years 
will not be conducive to the large increase in capacity and supplies 
that will be required in the later ones. 

A high level of residential construction is generally accompanied 
by high levels in other construction, furniture, durable goods, and so 
forth. Further, the magnitude of the upsurge in residential construc- 
tion is such as to suggest that the whole economy will be operating at a 
high level during the latter half of the sixties. This would mean a 
high level of competing demand for many materials, tending to aggra- 
vate supply difficulties in residential construction materials. 

Of the many materials going into construction, we specifically con- 
sidered three: lumber, steel, and aluminum. Our conclusions were 
as follows: 

Demand for lumber for housing will probably increase from about 
13.5 billion board feet in 1960 to 20 billion by 1970. Taking also into 
account increased requirements for other uses, the total demand for 
lumber could easily rise from the 40 billion board feet level of recent 
years to about 50 billion by 1970—and in some years to substantially 
higher levels. While it might be possible to increase net imports by 
2to 3 billion board feet, the bulk of the increase would have to be met 
from domestic output. We believe the increase in lumber will tend to 
create a tight supply situation, and that it may be difficult for resi- 
dential construction to get all the lumber it could use. 

Demand for finished steel for housing will probably rise from recent 
levels of about 3 million tons to 4 million by 1970. Since housing 
takes only a small proportion of total steel, whether steel will be in 
adequate supply for this industry, therefore, depends on the overall 
supply and demand situation. It also depends on the supply of the 
specific types used in construction-structural shapes, reinforcing bars, 
and so forth. Adequacy of overall supply does not preclude shortages, 
at least for a time, of specific types. 

Demand for aluminum for residential construction will probably 
increase greatly: From less than 100 million pounds in recent years to 
perhaps 500 million to 1 billion pounds or more, by 1970. Whether 
aluminum for housing will be in tight supply depends again on the 
overall supply situation. Aluminum output may be expected to 
increase greatly during the period to 1970. Increased use of alumi- 
num will relieve somewhat the pressure on other materials. It is pos- 
sible that a tight situation for aluminum in housing may develop. 
But the main effects of this would probably be to slow the rate of 
substitution and increase pressure on the competing materials. 

The prices of construction materials now will depend on many 
factors. But the likelihood of a tight supply situation for many 
construction materials indicates that there will probably also be pres- 
sure on prices. It is especially likely that there will be pressure on 
lumber prices, because of the higher probability of a tight situation 

lere. This would be a continuation of the tendency of lumber prices 
during recent years to rise faster than the general price level. 

Increases in the prices of materials which account for roughly 40 
to 50 percent of total capital housing costs could have substantial 
efiects on total costs. Capital costs include cost of land and land 
improvement, on site construction labor, contractors, overhead and 
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profit, but exclude interest for the contractor’s or developer’s work- 
ing capital or the mortgage of the ultimate owner. Even an increase 
in the price of lumber alone could be significant. For example, an in- 
crease of 20 to 30 percent over say, 3 years—which is quite possible— 
could add roughly $300 to $450 to the cost of an average dwelling 
unit. Increases in the materials component of costs may also be accom- 
panied by increases in other components such as profit margins and 
labor. A tight materials situation may affect costs not only through . 
higher prices, but also by causing expensive interruptions in the con- 
struction process. 

The effects of supply tightness and price increases on total con- 
struction costs should be gaged in the light of the fact that con- 
struction costs have been rising more rapidly than the general price 
level, and that if this trend were to continue unchecked some buyers 
would be priced out of the market. : 

Now turning to the problems of Federal policies and programs 
with respect to housing, these require specialized knowledge in a 
variety of areas and more time and study than we have been able to 
give them. We present the following, therefore, as suggestions for 
further study rather than as definitive recommendations. 

First, it would be desirable to keep residential construction at a 
reasonably high level in the early sixties, through Federal action in 
credit and other fields. This would have the double effect. of some- 
what dampening demand in the later years and, by maintaining pres- 
sure in the materials and construction industries, help keep them ina 
better position to meet the upsurge in demand when it does occur. 

Second, because of the importance of lumber and the pressure on 
supplies and prices that will probably occur, consideration should be 
given to such matters as increasing road construction to the more in- 
accessible forest areas; extending programs for thinning and other 
stand improvement measures to accelerate timber growth: providing 
assistance, such as rapid tax amortization and special credit facilities, 
to lumbering enterprises to help speed programs for mecianization 
and improvement of facilities. 

Third, the Federal Government should take the lead in encouraging 
the continuous revision and bringing up to date of building codes and 
the related standards of housing credit agencies. Present codes, many 
of them antiquated, tend to cause wasteful use of traditional mate- 
rials, discourage the use of new materials, hinder rationalization of the 
construction process, and add to costs. 

Finally, while much good statistical and analytical work in housing 
and construction is being done within severe limitations of funds 
available, much more is required. Funds for this purpose should be 
increased. 

Senator Sparkman. How do you think the method of collectin 
statistics could be improved? Do you believe that the present meth 
used by the Census Bureau in gathering the information is the best! 

Mr. Fisuer. I think the Census Bureau statistics are exceedingly 
helpful. Unfortunately, many of them become available rather kong 
after events took place which they report. It makes them quite use 
for the kind of long-range look ahead that we have made and that 
others have made in these papers, but of far less use in gauging the 
more immediate needs in the manipulation of housing credit and other 
policies. 
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I think much more could be done in widening and making more 
current statistics in this field. 

Do you agree? 

Mr. Boorsrern. Yes; and I would like to add to that also that, in 
my opinion, there are many gaps in the statistics. There are many 
things we simply don’t know statistically in this field. 

For example, we have very poor statistics on what goes into ‘hous- 
ing, the kinds of materials that go into housing. It is very difficult 
to get a clear opinion as to what goes in. 

We also lack statistics on the amount of housing being withdrawn 
from the market each year and the factors that tend to make them be 
withdrawn, and this in turn bedevils all predictions about what is 
going to happen in the field. 

It seems to me that this situation ought to be improved. 

Senator SpaRKMAN. Someone, before the Joint Economic Com- 
mittee, recommended regular gathering of statistics—I have forgotten 
just in what fields, but it seems to me it would have been applicable in 
almost any field. He suggested that it ought to be done through 
sampling, and more frequently. 

I remember the point was made that we do it every 5 years or every 
10 years, and we set up certain points from which we can observe, but 
we don’t get that continuity that more frequent gathering would give. 

Would you say that is correct ? 

Mr. Boorstern. Yes, sir. I personally would. But I would also 
repeat the emphasis that in addition to the increased frequency it is 
also important to eliminate these various gaps, which is something 
beyond the matter of frequency. 


. 


That is, sir, in addition to gathering the statistics with greater 
frequency, for example, the census of housing and things like that, 
it is also important to answer certain questions that it is necessary to 
know about in order to make policy in this area. 

Namely, why are houses withdrawn? What are the materials that 
go into houses, the characteristics of the houses, and so forth? 

There are innumerable gaps in this area. 

Senator SpaRKMAN. Mr. Fisher, you mentioned a few minutes ago 
that the cost of home construction is going up faster than other costs, 
or something to that effect. 

_ Mr. Fisuer. Yes, especially of lumber, going up faster than build- 
ing materials generally or, indeed, of prices generally. 

Senator SparKMAN. Yes. You say that construction costs have 

n rising more rapidly than the general price level. Why is that? 

Mr. Fisuer. I would make the point with particular reference to 


lumber, which is still the principal material going into the typical 


house. 


I think the answer to your question is to be found principally on the 
supply side. That is, lumber production in this country was higher 
shortly after the turn of the century than it is now or has been in re- 
cent years. This, I take it, reflects mainly the fact that we have pro- 
gressively skimmed over many of the best of our forests, and we are 
how waiting for either second or third growth, or we are driven back 
farther and farther into the hills for it. 

This I would take to be the major factor. 
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On the demand side, there has persisted a very lively demand for 
lumber over the years, and the explanation I think is to be found in 
these general terms. 

Senator Sparkman. I had this thought as you were discussing the 
lumber situation in your paper: the increasing demand. You said 
something about the possibility of stepping up to some extent the 
importation of lumber. Are we going to be faced with the situation 
of our lumber supply becoming short in this country? 

In other.words, are we going to reach the point that we will be cut- 
ting down the trees faster than we can grow them? 

Mr. Fisuer. If we separate out from the total supply of wood prod- 
ucts, which would include pulp and paper and other things, the saw- 
timber from which you can get lumber, then I believe the recent sur- 
vey of the Forest Service shows that we already are and have been 
for some time cutting beyond what can be sustained from growth. 

The prospect for the sawtimber becomes increasingly bleak as we 
move on through the decades over the balance of this century. 

If you look at the total supply of wood products, there is some sur- 
plus of growth over drain, but this is not true in the critical saw- 
timber portion of the total growth. 

Senator SparKMAN. If we grow more timber than we are sawing, 
than we are removing, while for a time we would have the problem 
of catching up, eventually we would catch up, would we not, in saw- 
timber? 

Mr. Fisuer. I do not think that is likely to happen if present trends 
continue to carry into the future. 

That is, we are relying now for a fair portion of our sawtimber 
upon cutting virgin forest lands, particularly in the Northwest. This 
comes to an end in the next couple of decades or so, to all intents and 
purposes. 

Then I think we are much more likely to be up against it for saw- 
timber than we ever have been in our national history. The meeting 
of that problem will depend on how successful we are in growing saw- 
grade timber in the South and other parts of the country. 

But the view to the year 2000 which the Forest Service takes in its 
recent book on future timber. production in this country does not give 
much consolation. 

Senator SparKMAN. I was looking at a booklet put out by American 
Forest Products Industries. Are you familiar with that little book 
and its charts? 

Mr. Fisner. Yes, though not intimately. 

Senator SparKMAN. The figures in this booklet are as of 1957. 

I notice the very last item is under the heading, ‘We Can Meet 
Our Future Wood Needs.” It shows that for the last few years we 
have been growing more than we are removing, although for a long 
period of years the opposite was true. 

It seems to me there would be a lag in there during which we would 
make up for that difference. But if we are growing more than we 
are removing, eventually we would catch up, even in sawtimber. I 
believe most of the forest farming is done with the idea of getting 
pulpwood from the thinning out, leaving some for poles and even 
some for timber purposes. 

It seems to me that eventually we would catch up even with the 
growing of timber. 
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But aside from that, you do give us some interesting information 
regarding substitution or supplementation with aluminum. But even 
there you say we may have a problem of supplying enough aluminum 
to catch up. 

Mr. FisHer. Yes. Our projections into the future indicate a really 
tremendous increase in demand for aluminum. This is not strange 
or surprising. We have had that during the last decade or more, and 
we feel it is almost certain to continue. 

The problem will be developing the capacity to produce to meet 
these demands. 

It is not easy to look at the demands and the uses of aluminum in 
residential construction and from that reason to conclusions about 
the total supply of aluminum, the share going into residential con- 
struction being too small to permit that kind of analysis. 

But when you look at the other uses of aluminum that are develop- 
ing, the picture is roughly the same, for greatly increased demand. 

From all of this we conclude that there will be a strain over time 
to keep abreast of this with new capacity. 

Senator SparKMAN. What is aluminum production now in capacity ? 
Do you know ? 

Mr. Fisuer. It is about 2 million tons a year. 

Senator Sparkman. How much did you say that was?) What is the 
production now ? 

Mr. Fisuer. About 2 million tons a year now. 

Senator SparRKMAN. Two million tons? 

Mr. Fisuer. Steel production is running now about 120 million or 
130 million tons a year, to give you a benchmark. 

Senator Sparkman. I am interested, because 2 million tons would 
be 4 billion pounds, would it not? 

Mr. Fisuer. Right. 

Senator SparKMAN. I can recall at the beginning of our preparation 
for World War IT, if I remember correctly, our total production was 
320 million pounds. 

Mr. Fisner. Yes. 

Senator SparKMAN. It is interesting to remember that a report by 
a Government agency that was supposed to look after these things 
said we did not need to increase our capacity of production for alu- 
minum. 

We move away from things, do we not ? 

Mr. Fisner. Yes, we do. 

Senator SparKMAN. Just one other thing I am going to ask you 
about, and then Mr. Cash wants to ask you some questions. 

I am interested in your figures at the very beginning of your paper 
as to the number of units. 

Of course, we should understand that that is both farm and non- 
farm units. 

You also referred to permanent and temporary. Just what did you 
have in mind? You called it permanent and nonpermanent. What 
do you have in mind on nonpermanent ? 

Mr. Boorstern. Actually, we have thrown everything into that for 
statistical reasons. We found it easier to project on that. basis. 

There are some temporary wooden structures and things like that 
which are not classified by the BLS as permanent dwelling units, 
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and when we worked out these figures we were faced with the problem 
of making them either comparable to BLS figures or lumping every- 
thing in. 

‘And we decided, because of the statistical basis that we used to 
project this, to put everything i in. 

The reason for that was that we essentially based our projections on 
the growth in households, which covers all households, regardless of 
whether they live in tempor ary units or permanent units. 

Now; actually, if one wanted to pay attention to the statistical 
niceties, that means these figures are not quite comparable to the BLS 
figures. In practice they do give the general level and give what we 
believe to be a general picture of what is going to happen. 

Senator SparkMAN. I notice at another point you refer to a move- 
ment toward new peaks higher by about 30 to 40 percent. Of course, 
that applies to your total figure, but just for the purpose of our under- 
standing it in figures that we usually deal with, would that be ap- 
plicable to nonfarm buildings, for instance ¢ 

Mr. Boorstern. Yes, sir. 

Senator SparkMAN. So when you say there may be peaks as high 
as 40 percent in excess, taking this year’s construction and last year’s 
construction at approximately 1.2 million, we could expect on the 
basis of our projection that it might run up to about 1.7 million? 

Mr. Boorsrern. Yes, sir. 

My understanding of the latest BLS figures indicates that housing 
construction, permanent, nonfarm dwelling units, is running about 
1.4 million at the moment. 

Senator SparKMAN. Yes, for the month of April. 

Mr. Boorsrer1n. Right. I believe one of the housing agencies pre- 
dicted for the year as a whole a level of about 1.2 million. 

Senator SparKMAN. Yes. 

Mr. Boorstern. Our projections would indicate that in the later 
1960’s we would reach levels from 30 to 40 percent higher than that. 

Senator Sparkman. Higher than that ? 

Mr. Boorstern. Yes. 

Senator SparKMAN. Mr. Cash ? 

Mr. Casu. You state that the tendency of lumber prices has been 
to rise generally faster than other prices; even dating back to 1900. 

Mr. Boorstetn. Yes, sir. 

Mr. Casu. In thinking about that, I wonder why the marketplace 
would not begin to seek alternatives ? 

A general ‘economic theory is that buyers should begin to seek sub- 
stitutes for lumber if they can find them. Is there such a tendency, 
and what is its magnitude ? 

Mr. Boorstern. Well, the general economic theory is a sort of 
abstract one here. It has some validity, but in the marketplace there 


are many stumbling blocks to the working of the general economic 


theory, many rigidities. 

A house is a traditional affair. Most people when they buy a house 
want certain things in it. The bulk of houses are wooden houses. The 
bulk of the houses produced in the United States are wooden houses. 
There are limitations on the extent to which there can be substitution. 

There is a wide area of substitution, but another wide area where 
the substitution takes place only slowly. 
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Now, even given all these tendencies in the marketplace to seek 
substitutes, when the price of lumber is high, eventually you come up 
to a point where the doitind for lumber even after the substitution is 
still high in relation to the supply. And that has the tendency to 
push the lumber prices up. 

Mr. Casu. Did you take into account substitution that would take 
place and still find that prices would tend to rise ? 

Mr. Boorsretn. Yes, sir. We allowed for decline in the unit use of 
lumber, but despite that we found a net increase in the demand of very 
substantial proportions, which, making a judgment on the other de- 
mands for lumber since housing constitutes only one of the demands 
for lumber, leads us to believe that there would be tightness of supply 
and pressure on prices. 

Mr. Fisuer. One of our problems in projecting lumber demand is 
the lack of good statistics historically on the amount of lumber in a 
house. 

We have used what we could find from the industry, but I don’t 
think we have really much idea how much lumber went into a house 
30 years ago, say, as compared to now. 

This a very weak spot in projections in this field. 

We have a lot of information, let us say, on population and birth 
rates and family formations compared to what we have on this very 
key factor of the amount of lumber, let us say, in 2 house. 

Mr. Boorstetn. I think that is right. 

Mr. Fisuer. So that our end projection is supported relatively well 
with statistics in one place and very, very inadequately by statistics 
in another place. 

We have gone ahead anyway to do what we can with what we could 
find. But it must be pointed out that this is a weak reed here. 

Mr. Casu. Leaving aside what may happen in the economy to force 
prices generally upward, if you had to sum up what might take place 
over the next 10 years in the way of unit cost increases in residential 
construction attributable to materials, what would you say ? 

Mr. Boorstetn. I think we would say very simply, and mostly on 
the basis of sort of commonsense applied to the statistics and our 
judgment as to the situation that there is likely to be pressure on 
supplies and construction. The historical fact that construction prices 
have been rising faster than the general price level is very clear. It 
shows up, for example, in the price deflators in the GNP. 

Construction and a lot of the materials constitute industries which 
are a little different from, for example, mass production industries 
like automobiles. The technological change in those industries seems 
to run a little slower than it does in the mass production industries. 

On the other hand, the labor cost constitutes a very heavy cost in 
these industries. 

Given the combination of these two factors, what you have is a kind 
of a race between technological advance and movement of cost. 

Our net judgment, taking all of these factors into account, would 
be: given the tight supply situation and what one can reasonably ex- 
pect in the way of lowering of cost and things like that, there would 

e tightness of supply and pressure on the prices. 

Mr. Casu. So that it would be fair for this subcommittee to as- 
sume that we can expect higher unit costs attributable to materials 
over the next 10 years? 
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Mr. Boorstern. Yes, sir. 

Mr. Casu. How much higher? Any judgment on that? 

Mr. Boorstern. I think that would be very difficult to judge be- 
‘ause it would depend on the concrete circumstances. 

This situation does not occur in a vacuum. It occurs in a concrete 
situation in which, whether the economy as a whole continues to have 
inflation in the future, monetary policy, general price policy, and so 
forth, all have their effects. 

It would be very difficult to guess precisely what is going to happen. 

Mr. FisHer. Could ladda word tothat? | 

What Mr. Boorstei id—and I agree with it—is that we do 
not see right now in the cards for the 1960's any extraordinary devel- 
opment by way of new technology, cost-reducing technology, or new 
supplies at existing or lower costs of materials ‘which would change 
the historical trend here of costs of these materials rising relatively 
to costs of competing materials and costs generally. We do not see it. 

I think a critical variable in all of this is policy—what is done by 

way of policy. 

Now, here, it is not easy to argue that credit policy will have either 
a direct or a large bearing upon supplies of construction materials 
which do go into residential construction, but they go into a lot of 
other things as well. I think there is a connection. That is for sure. 
But this would be a somewhat clumsy way, and by itself you would not 
expect it to be a successful way of getting really at the supply problem 
in, let us say, aluminum or steel, One has to look at other fields of 
policy as well. 

Senator SparkMAN. You have not covered other elements of cost 
in housing, I believe, except in the field of materials. I just’ wonder 
if you have any comment to offer with reference to improved methods 
of construction through prefabrication, assembly line production, 
labor saving methods, and so forth, the effect of that on cost. 

Mr. Boorstern. Yes, sir. I think we would like to make a brief 
comment on that. We would personally be all in favor of encourag- 
ing everything in that regard that it is possible to encourage. And 
our comment with respect to the building codes, I believe, ‘bears on 
that. 

These building codes hinder the application of new methods. Some 
of them are very antiquated. And we believe everything possible 
should be done to bring them up to date and to remove this ‘stumbling 
block to the application of new methods. 

Senator SparkMAN. Do you not believe we have been rather weak 
also in the field of research in housing ? 

Mr. Boorsrern. Pardon ? 

Senator SparKMAN. Do you not feel that we have been rather weak 
in research in housing ? 

Mr. Boorstern. Yes, sir; I personally feel that very much. I think 
research is largely institutionally determined. And my understanding 
is that the situation with respect to housing is as follows: 

You have a lot of builders throughout the country, some of them 
small, some of them large, but none ‘of them very large in relation to 
some of the big materials companies such as, for example, the alu- 
minum companies. 
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Now these builders are not in a position to engage in research; they 
are too small, They would not get the benefits from it proportional 
to the costs they would have to lay out. 

So they operate more on a carpenterlike basis. They improve their 
methods, but it is much in the same way that a carpenter improves 
his methods with experience. It is not systematic, organized research. 

A lot of research is done, for example, by the aluminum companies 
which are interested in selling their materials, or by the lumber as- 
sociations. 

I personally believe it would be desirable to spread research in hous- 
ing to make it much more systematic. I honestly do not know how that 
could be done, though. 

Senator SparRKMAN. Thank you, gentlemen. 

We certainly appreciate your very fine, informative presentation. 

Dr. Schmidt, will you come forward, please sir ? 

And Mr. Gray, suppose you come up, too, and bring Mr. Shickler 
with you. We are glad to have you. Will you give his name and 
business connection to the reporter ? 

Mr. Suickier. My name is William J. Shickler, staff economist, 
AFL-CIO. 

Senator SrarkMAN. Dr. Schmidt, we have your paper. You go 
right ahead. We welcome you to our committee again. 


STATEMENT OF EMERSON P. SCHMIDT, DIRECTOR, ECONOMIC 
RESEARCH DEPARTMENT, U.S. CHAMBER OF COMMERCE 


Dr. Scumipt. Thank you, Mr. Chairman. 

I appreciate the opportunity to appear here and to have contributed 
to the papers printed in the “Study of Mortgage Credit.” 

I think these papers that you have published, directed by Mr. 
Cash, comprise a highly valuable contribution to our understanding 
of housing and housing problems. I have only one regret. The title 
is a bit narrow, because actually the papers are much broader, and 
many of the papers that do not deal at all with credit are equally 
valuable. I think some very extraordinarily good pieces are in those 
papers, and I hope they get a broad amici 

Senator SparKMAN. Dr. Schmidt, you understand that while our 
specific study relates to mortgage credit, we are interested in the whole 
housing program. Probably after we have completed this study we 
may engage in other phases of it. 

Dr. Scumipr. Yes. 

Senator SparKMAN. All of this is quite helpful to us. 

Dr. Scumipr. Well, I think it is a very fine collection of papers. 
For students and for library reference purposes the title is a bit mis- 
leading, as the studies are much broader than credit, and some of the 
papers I found on the subjects other than credit were equally fasci- 
nating and interesting to me. 

But they left me with one unraised question, and that is really 
what I want to address myself to this morning, and if I am right it 
will lighten your burdens a good deal, Mr. Chairman. 

Beginning in the middle of page 2, why has our National Govern- 
ment become so deeply and heavily involved in the people’s housing? 
This subcommittee, the Senate Committee on Banking and Currency, 
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the entire Congress, as well as hundreds, perhaps thousands, of wit- 
nesses and industry people, over the last 25 years have spent an enor- 

mous amount of time and energy and money considering and dis- 
cussing housing, housing legislation, financing, and rel: ited problems. 
Had all this legislative activity not taken place, would our citizens 
be less well housed today or would they be better housed? Would 
unit housing costs be higher or lower? 

The answers to these basic questions are not obvious. Yet, to a 
nonexpert they would seem to be rather important. For ex: umple, 
let us take a look at the following table, which may help us to con- 
sider one of these basic questions. 

(The table referred to follows :) 


Housing starts with and without Government aid 








| Gross national | | Housing starts | 
| product (bil- | per million 
Nonfarm | lion dollars) | Population | dollars gross | Housing starts 
Year | housing a _| (thousands) national per thousand 
starts | | product, population 
(thousands) | Current | 1954 | | 1954 prices 
| prices | ae 
ea 937| 945 161.8 fe 115, 832 | 5.79 8.09 
tisiniemasnertinitintin 849 | 98.6 | 170.8 117, 399 4.97 7.23 
SE ithaca paitiisiniinseecsteeient 1, 329 | 397.5 392. 7 165, 270 | 3. 38 8. 04 
168, 176 | 2.78 6. 65 
a 


BP Rckcevennws nen 1,118 | 419.2 | 402. 2 


Dr. Scumipr. The table contrasts nonfarm housing starts in two 
prosperous years in the mid-1920’s and two prosperous years in the 
mid-1950’s. The figures show that 35 years ago, without Government 
intervention, we had over 5 new nonfarm housing starts per $1 million 
of gross national product (in constant 1954 prices), as against only 
about 3 housing starts in the mid-1950’s. Housing starts in the mid- 
1920’s per thousand population were moderately higher than in the 
mid-1950's. 

Offhand, this unfavorable showing for the Government interven- 
tionist period causes one to wonder whether all this congressional 
concern for housing was justified in the past 20 or 25 years, and 
whether its continuation in the future is wise. 

Time did not permit a more extended comparative analysis of 
longer interventionist and noninterventionist periods. Perhaps these 
two pairs of years are not the best ones to select in order to bring out 
the issue. Other comparisons or longer periods might suggest some- 
what different conclusions. Certainly, crude population data and 
gross national product figures, for example, do not tell much of a 
story. They can only suggest the questions. Our economy in the 
1920’s was much less ‘industrialized, so one might reasonably expect 
the rate of nonfarm housing starts, relative to population, to be lower, 
then, than they were in the 19% 50’s—other things being equal. But of 
course other things are never " uite equal. At the same time, a rising 
seale of living has relegated housing to a smaller proportion, per- 


haps, of our average family expenditure. So one might expect hous- 
ing to fall relative to real gross national product. But, there still re- 
mains, however, the interesting question of why, in the light of the 
plus and minus forces at work, housing, subsidized as it now is, and 
aided by Government, has declined so much compared with the hous- 
ing boom of the 1920's. 
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Whether other comparisons and more refined and more compre- 
hensive analyses would put this Government interventionist period 
in a less unfavorable light would be worth further study. The figures 
in the table are not eubebitted to prove any conclusion, but they do 
suggest, at least superficially, that this subcommittee should ask it- 
self whether the proper next steps should be in the direction of more 
and more Government intervention, or, rather, a move in the opposite 
direction. If the figures are relevant and reasonably representative, 
they suggest that this subcommittee and the Congress have been need- 
lessly worried and concerned with the American people’s housing: 
problems. The fact that housing is a basic human need does not 
necessarily mean that it is a public, rather than private, economic 
problem. There are other needs just as “basic.” 

If promotion of private housing is a proper question for this sub- 
committee, it might also be well to raise the same question with re- 
spect to other Central Government intervention programs—urban 
renewal, for example. Our fathers and grandfathers built these great 
cities largely or entirely unaided by any Central Government aid or 
U.S. Treasury funds. Having built these great cities, it is hard to 
understand why we, as their successors, cannot do the necessary 
refurbishing and renewal job back home where we live without dip- 
ping into Uncle Sam’s pocket. This question merits thoughtful con- 
sideration, particularly at the time when the U.S. Treasury is in 
serious financial difficulties with respect to financing the budgetary 
deficits and refinancing maturing debt. It is easy to see the needs. 
But those who urge legislation and appropriations to meet these needs 
have an equal responsibility to think in terms of fiscal requirements, 
fiscal responsibility and the possible long-run effects of the proposals 
they espouse. 

While many of the questions submitted to the participants in the 
paper ask specifically what additional Federal programs are needed, 
those who are aware of the plight of the U.S. Treasury would gen- 
erally hope that this subcommittee will find that there are possibilities 
of economy on net balance, reduced Federal programs rather than en- 
larged ones—although, this is not to deny the importance of housing, 
the importance of urban renewal, and other related activities, 

The late, great Prof. Joseph P. Schumpeter of Harvard University 
often observed that America is in danger of being one of the first great 
modern nations to be socialized because something has happened to 
our spirit. Alexis de Tocqueville, in 1836, said: 

In America * * * the citizen * * * never thinks of soliciting the coopera- 
tion of the Government; but he publishes his plan, offers to execute it himself, 
courts the assistance of other individuals, and struggles manfully against all 
obstacles. Undoubtedly he is often less successful than the State might have 
been in his position; but in the end, the sum of these private undertakings far 
exceeds all that the Government could effect. 

Many of our citizens, it seems, have lost the profound insights of 
our forebearers and men like De Tocqueville with respect to the great 
individual and social gains which can come through this individual 
effort and self-reliance. We seem to have become victims of what 
has been called the socialization of the soul. 

_ Perhaps here we have the key to the absence of superior performance 
in recent decades, even with all our Government intervention, as 
against the performance in our earlier history, for example, in the 








102 STUDY OF MORTGAGE CREDIT 


1920’s mentioned above. Again, I do not want to draw any dogmatic 
conclusions, but this subcommittee might think seriously about the 
kind of society we have and the kind of society we want to build. 
Where does individual responsibility end? And where should Govern- 
ment intervention start? What are the State and local responsibilities, 
as against the Central Government’s responsibility ? 

All this, of course, is not designed to minimize the basic essential 
role of-Gevernment. Civilization and organized society would be 
impossible without stable government and certain kinds of govern- 
ment intervention into maket processes. 

But, to me, the essentially private character of housing as a com- 
modity and the historical record suggest that the questions which the 
subcommittee put to me are more easily resolved, even though incapable 
of concrete quantitative answers. 

Even in the first question, “What are the prospects for an adequate 
supply of residential construction labor during the period 1961-70?” 
It would seem obvious that if neither labor unions nor Government 
create any roadblocks, labor mobility and individual personal incen- 
tive will assure an adequate supply of construction labor to meet the 
bulging requirements of the 1960’s. .The word “adequate” has little 
meaning, of course, except in terms of voluntary participation by 
workers in construction trades and the demand for the services of 
workers in general in alternative employments. 

We might put the matter another way, in the form of a different 
question: Has any effective demand—that is, desire coupled with abil- 
ity and willingness to pay—for any commodity or service ever re- 
mained unfulfilled for any extended period because of the scarcity 
of common or skilled labor? Except for very short periods, such as 
a few days or weeks, it would be difficult to identify any significant 
consumer demand in peacetime which has ever been left unsatiated 
because of a scarcity of labor. 

Thus, it seems to me that this question enters needlessly into an 
arena where market forces can ‘be relied upon to furnish the correct 
answer, provided, of course, no artificial restraints or stimultants are 
put in the way of these forces. It is the function of the free market, 
the free price—wage—system and the self-interest motive to allocate 
human and other resources in response to free consumer demand. 

On the other hand, if artificial forces tend to overstimulate housing 
starts, when the remainder of the economy is in a buoyant state, an 
apparent shortage of both labor and materials might occur. 

In my main paper submitted for the compendium, I included some 
projections of population and household formation, a subject more 
thoroughly covered in papers by other participants. Obviously, the 
need for new housing will be very large—larger than ever before. 
But our labor force will also be much larger than ever before although 
the bulk of the growth will be in the younger and older age groups. 
But if no roadblocks or restraints are interjected, it seems inconcelv~ 
able that the flexible price and wage system, plus a dynamic tech- 
nology in housing, will fail to provide an adequate supply of both 
materials and labor—and the end product, adequate housing. 

Government projections of construction activity throughout our 
economy and of technological and other changes which are likely to 
condition the demand for construction labor and the several skills 
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involved, may be highly useful in improving foresight and in adjust- 
ing construction capacity, including labor recruitment and training, 
to longrun trends. 

Total construction activity trends, however, will not be of much 
help to a youngster seeking vocational guidance, unless these totals 
can be broken down into such components as bricklayers, plasterers, 

carpenters, electricians, etc., and in terms of local, or at least regional, 
markets. 

If such projections for total activity and technological changes 
reflecting differential demands for the several skills were made and 
found reasonably reliable, they would provide clues for vocational 
counselors, for directors of apprenticeship training programs, and 
others who might want to deal with the issue. 

But even apart from such projections, it does not seem probable 
that residential construction will suffer from lack of labor, unless we 
allow artificial restraints or restrictions to impede free entrance. Any 
shortrun shortages, furthermore, could be mitigated by accelerated 
training, some shifting of personnel, the shifting of design or com- 
ponents, and increased 1 money incentives, or some combination of these. 

As long as 9 years ago, in 1950, we had approximately 1.4 million 
new nonfarm housing starts. Meantime, our labor force has grown, 
and it can be assumed that youngsters looking for vocational outlets 
will assess the construction trade as they have done in the past. 

This does not mean that in a full employment economy there will not 
be occasional shortages of particular skills, as was the case even in 
1936 or 1937 when we still had 8 or 10 million unemployed. 

Coming to the point Mr. Cash raised with the former two witnesses, 
I say that, after all, when permitted to do so, the price system does 
work, In 1934, average hourly e arnings in manufacturing were $0.53 
and in building construction $0.79, or about 50 percent higher. By 
1959, average hourly earnings in manufacturing had reached § $2.21, 
or 417 percent of the 1934 figure, while average hourly earnings in 
building construction had reached $3.18, or 403 percent of the 193 
fizure—namely, only 44 percent higher than the earlier figure. 

No labor leader, no businessman, no labor arbitrator, and no Gov- 
ernment bureau is wise enough to say what wage rates ought to be 
to attract labor—but if permitted to do so, the market will provide 
the answer. Why have wages in manufacturing gone up slightly 
faster since 1934 than in building construction—pa ticularly so, since 
fringe benefits in manufacturing are also larger than in the build- 
ing trades ? Supply and demand forces unquestionably were at work. 
Some might argue that even as long ago as 1934.construction labor 
was too expensive, relatively speaking; although I would have no 
information to support such a view. But, probably, the rise in con- 
struction wages has been retarded, relatively to those in manufactur- 
ing because of substituti ion effects. 

If construction labor is in fact overpriced or deliberate shortages 
are created by closed unions, unduly high initiation fees, or unneces- 
sarily long apprenticeship training periods, this will raise the price 
of construction labor in the organized trades. But if these occupa- 
tions are relatively more remunerative, additional people will be 
attracted to the industry in those areas of the economy where this is 
permitted—that is to say, where the union does not have complete 





control of job opportunities. 
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Furthermore, such overpricing will put a high premium on pre- 
fabrication and the related trends so excellently discussed by Mr. 
Ralph J. Johnson, in his paper, “Technological Changes in Residen- 
tial Construction, 1961-70,” beginning on page 130 of the study. It 
seems altogether probable that the on-site labor requirements for 
residential construction will diminish year by year in the decade 
ahead. The use of component construction, subassemblies, and modu- 
lar design will increase greatly. If it should happen that a scarcity 
of construction labor develops in the decade ahead, these powerful 
forces will be accelerated, quite probably, to the point where any 
serious labor scarcity w ill be fairly promptly overcome. But local 
bottlenecks for particular. skills will continue from time to time, as 
they have in the past. 

Even if the labor leaders were so unwise as to put restrictions on 
the use of laborsaving methods and components, then building mate- 
rials firms, contractors and consumers—that is to say, the house 
buyers—are not necessarily under permanent restraint; they have 
ways of getting around this as we pointed out in our recent study : 
“Disemployment Forces and Reemployment Prospects.” 

By the supply of labor, we, of course, don’t merely mean so many 
bodies. The economic concept of labor supply involves not only the 
number of human beings, but also their ability, their skill, their work 
habits, and the number of hours they are willing to work per week. 
Reductions in the length of the workweek or featherbedding restric- 
tions on the use of laborsaving devices are ways of effectively reducing 
the supply of labor. W ithout Government support , unions cannot 
hold back the tide of progress for long. 

Thus, it is likely in some localities and at some times that construc- 
tion trades may overprice their services and restrict output. There are 
powerful price and technological forces working in the other direction ; 
so that it would appear to be improbable th: at we would have any 
secular deficiency of construction labor s and I would apply 
this also to the materials the two. previous witnesses discussed—in the 
period ahead or that unit housing costs, for identical products, will 
rise relatively. 

Labor costs, of course, are not merely a question of hourly wage 
rates, but also of fringe benefits and of labor input, and of productivity 
in general. And pr oductivity, of course, is a result of improved tools, 
management, technology, components, materials, et cetera, as well 
as labor and labor skill. If w age rates should rise unduly, or restric- 
tive practices, including unduly short workweeks occur, this will put 
a very high premium on a massive reduction in on-site labor, and a 
great increase in the use of components which are factory made, and 
will give additional impetus to prefabrication and all the movements 
in that direction. 

Senator SparKMAN. Thank you, Dr. Schmidt. 





I wonder if it might not be well for us to let Mr. Gray present his’ 


paper, and perhaps we can question you together and get a general 
discussion going. 


Mr. Gray, we will be glad to hear from you. 
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STATEMENT OF CORNELIUS R. GRAY, ADMINISTRATIVE ASSISTANT 
TO THE PRESIDENT, AND SECRETARY-TREASURER, BUILDING 
AND CONSTRUCTION TRADES DEPARTMENT; AND WILLIAM 
SHICKLER, STAFF ECONOMIST, AFL-CIO 


Mr. Gray. All right, Senator. 

My paper will take about 10 minutes I believe. 

Senator SparKMAN. That is all right. 

Mr. Gray. My name is Cornelius R. Gray. I am administrative 
assistant to the president and to the secretary-treasurer of the build- 
ing and construction trades department, AFL-CIO. With me is Mr. 
William Shickler, the department’s staff economist. 

The building and construction trades department, AFL-CIO, 
comprised of 18 affiliated international unions whose saenalensiiey 40 in 
the building and construction industry is made up of approximately 
3 million skilled craftmen. 

This statement concerns mortgage credit for housing during the next 
decade and its interrelationship with the availability of skilled crafts- 
men of the building trades. 

Building tradesmen have a natural interest in the high level of home- 
building. Besides the obvious interest of every American in having 
a decent home, we, in the building trades find a great many employ- 
ment opportunities in homebuilding. On the generally ac« epted rule 
of thumb that the building of one new house gives full-time employ- 
ment for 1 year to one construction worker, we can see that the hous- 
ing industry has provided employment opportunities for over 1 million 
building tradesmen in every year since the end of World War II. 
Other workers are affected by housing activity as can be seen in the 
theory advanced by the Bureau of Labor Statistics that ev ery house 
built provides a year’s work for a man in the factory and a half a 
year’s work for utilities and community facilities employment. Thus, 
housing activity has a profound effect on the employment picture, 
both for building tradesmen and other workers. 

Looking for ward to the decade of the sixties, we can see that many 
factors will make necessary an increased level of housing activity. 

A large population growth stemming from the high rate of births 
of World War II will result in large family formations which increase 
the demand for housing. In addition to the increased demand for 
new housing, there is the unmet challenge to modernize our housing 
inventory by replacing dilapidated and substandard housing, which 
the national housing inventory of 1956 estimated to be over 13 million 
units, or 24 percent of existing units. 

Construction industry experts have estimated that at least 2 million 
new housing units must be started in each year in the coming decade 
to meet with the growing demand and the replacement of substandard 
housing. 

One of the questions that arises concerning this needed stepped-up 
pace in housing starts is: “Will there be enough skilled manpower to 
build these houses?” We feel that there will be enough manpower 
to meet the increased need. 
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We might point out that the building and construction tradesmen 
have a fine record of meeting such challenges in the past. With some 
pride, we can point to the splendid record made during the war by 
building tradesmen. 

I might interject here that we have particular reference to the 
record of the building tradesmen in their cooperation and help in 
establishing and creating the Seabees, the Navy Seabees. Most of 
those fellows in the original Seabees that went overseas, many of them 
I say, were*World War I veterans who were skilled building trades- 
men. 

Since the war, building tradesmen have successfully met the chal- 
lenge of increased building. This postwar boom in building can be 
illustrated by a few figures. For example, in terms of constant dol- 
lars, the construction put in place last year was more than double that 
of 1940. Housing starts have been running at the rate of around 1 
million in each of the postwar years. Employment in contract con- 
struction has kept pace with the increase in building activity. 

However, we find one persistent problem and that is that the aver- 
age unemployment rate in construction remains very high. In each 
of the past 5 years the unemployment rate has averaged about 10 
percent. See table I. : 

(Table I referred to follows :) 


TABLE I.—Unemployment rate in construction (by quarters and by years, 
1954-58) 

~ 3 epenios a ss 

lst quarter | 2d quarter | 3d quarter | 4th quarter| Average 





| 

i 
Tac ee 19.9 | 13.1 | 10.5 | 11.9 | 13.9 
I 14. 4 | 8.9 | 6.7 10.0 | 10.0 
ek ee ens Fe ee bee ee 13.7 7.4 | 5.2 7.4 8. 
BSS ci pk aa x cate miage enn cece 15.1 | 8.6 | 5.7 | 7.4 | 8.3 
i oe soins ngneandien 14.5 | 8.1 | 7.8 9.5 | 10,3 





Source: U.S. Bureau of Census. 
Mr. Gray. Moreover, we have also a seasonal unemployment prob- 


lem. We can see this by looking at the unemployment rate during 


one year. See table IT. 
(Table II referred to follows :) 


TasLe II. —Unemployment rate in construction (by month, 1958) 


Percent Percent 
Ne cece each ges uel NI i on os os as sw Sc ami 11.3 
Nn, fe eee ea eePeetg oe el oe dee cue 10. 5 
| ee ee ee Bu) pneer 8 ss abses cet ck 9. 6 
ge de eh on tee a A RE Ss os ss eam awesewnw 9, 1 
A i lee lat a Kanata ee OE i ries Si 11. 1 
I AN a cee ik wines iis OW eee cee teaecne 15. 7 


Source: U.S. Bureau of Census. 


Mr. Gray. The range from 21 percent unemployed in February to 
9 percent in October is not unusual as shown in table I. The rate 
of unemployment in construction in the first quarter of 1959 was 20 
percent, while at the same time, housing starts were 50 percent higher 
than in the first quarter of 1958. 

Thus the record indicates that while the country has experienced 
a great increase in construction activity, there has been a persistent 
unemployment problem in the industry. 
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As to the decade in the 1960’s, we can see no scarcity of either quan- 
tity or quality of building tradesmen. On the question of quantity, 
we can expect a large increase in the labor force as actuarial studies 
and analyses of economists in the Department of Labor show that the 
labor force then will be in the vicinity of 80 million persons. More- 
over, as to quality, the prediction has also been made by the Depart- 
ment of Labor that skilled craftsmen, about 30 percent of whom are 
in the building trades, will increase in the magnitude of about 2 
percent. 

Another factor that will contribute to meeting any increased de- 
mand for building tradesmen is productivity. Because of the complex 
nature of construction, it is practically impossible to accurately meas- 
ure gains in productivity. There are, however, some concrete indi- 

ations of the rise in productivity in construction. For example, the 
Bureau of Public Roads in a study it made for presentation before 
the Senate Public Works Committee on the interstate highway pro- 
gram, showed that the road contractor in 1955 used something like 
half as many workers as he did 10 years previously. 

I might interject that that particular study by the Bureau of Public 
Roads which related only to highways—I do not have that particular 
study with me—projec ted the number of employees needed having 
to do with the projected costs of the highways. I think it was for the 
13-year program of the interstate highw: ay program. It showed a 
decreasing amount of employees due to increase in productivity. 

Another indication o the increase in productivity is in home- 
building. This can be seen in the fact that it takes about the same 
proportions of annual family earnings to buy the average house today 
as it did before the war. When you consider the rast: improvement 
in size, conveniences, built-in features, and more importantly the in- 
creased cost of building materials and land, this it seems to us is 
a rather significant increase in productivity. 

Before leaving the subject of the future supply of building trades- 
men, we would like to touch briefly on a few points that are often 
brought up in this connection. One concerns the average age of 
construction workers and the other concerns the apprenticeship train- 
ing programs for future journeymen. 

‘On the question of age, it is true that the average age of construc- 
tion craftsmen is about 5 years higher than the average age in manu- 
facturing as a whole. This condition has been traditional in the 
building trades as we can see by comparing the average age as re- 
flected in the 1950 and 1940 censuses—see table ITT. 

(Table III referred to follows :) 


TABLE III.—Average age in selected occupations, 1940, 1950 








Trade | 1950 1940 
| Percent Percent 

eas os P68 Fc 8 Zee ea as bs “Ne i siete oS 44.9 45.9 

SRE ee Ok ee .. ; kee 40.7 43.5 
ert) a Se eS ese Ast 43.7 46.2 
0 SS Ee eee cece 5 sath fal 39.3 39. 2 
Painters, construction and ms xinten: PG cacccnxs oe 43.9 42.1 
Plasters_ sae Sea 5 41.8 42.0 
Plumbers and pipefitters___-___- ce ae : ; 41.2 42.4 
Structural metalworkers-_-_--_--- 38.9 | 39.9 
Denstruction industry... <.< 6. ois. 524. cebscccen ‘ ‘ ‘ om | 38.7 40.8 





Source: U.S. Bureau of Census. 
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Mr. Gray. We can see from table IIT that there has been little or 
no change in the average age from 1940 to 1950. 

On the subject. of apprenticeship training, we have almost 4,000 
joint contractor-union apprenticeship committees throughout the 
United States. The construction industry is now training 60 per- 
cent of all apprentices in the country today. We finda mixed picture 
when we consider whether we are training enough skilled craftsmen 
through the apprenticeship method to offset those the industry is 
losing through retirement, disability, deaths, and shifting to other 
occupations (see table IV). 
(Table LV referred to follows :) 


TABLE IV.—Apprenticeship completion and journeymen losses, selected building 
trades, 1957 
















| 
Apprentice- 
ship comple- 
tion rate 


Journeymen 
losses rate 














Bricklayer ___- aa al ee i 22 22 
Carpenter................. had nhadyh' Nudie, bee eh See 7 | 12 
call x ignore b &cdininc chip iinambatekhnteeiabaatpsipien 4 35 | 20 
Neen nnn i bematio um iris einen Mi vushcabitdeacecenhososmat 16 | 2» 
Painter, paperhanger, glazier. -.-........-.....-.-.--- rePesee. (Bi nubshecbts 8 23 
Neen th nec sdamees 15 2» 
Plumber and pipefitter eb eebhietin cantina tech necks cbibtatnincdadeacesacacs 19 


a ler. 










Source: Bureau of Labor Statistics, U.S. Department of Labor. 





















Mr. Gray. For example, we find the sheet metal- workers are train- 
ing twice aS many as as are losing, while on the other hand the 
painting and decorating t ‘ades are losing about four times as many 
as they are training. There are many reasons for the degree of ap- 
prenticeship in different communities and different trades. Among 
these, the most important is the employment outlook and technological] 
changes. 

We have indicated the past, current, and prospective unemploy- 
ment. picture in construction and conclude that a greatly stepped-up 
program of housing could not only be met but would be most bene- 
ficial especially as it relates to the employment opportunities of build- 
ing tradesmen and others in supplying industries. Certainly, we can 
see no lack of sufficient skilled building labor which would justify 
limiting the amount of building that can be done during the 1960's 

Increased annual rate of housing construction during the 1960's 
will, we feel, require greatly increased credit facilities. ‘Suggestions 
have been made that the Home Loan Bank Board functions be ex- 
panded. Others feel that a Federal mortgage bank should be estab- 
lished, while still others advocate that the ] present appropriation sys- 
tem to existing Federal agencies be continued on an expanded basis. 

No matter which course is ultimately adopted to bring about in- 
creased credit facilities to meet housing demands in the 1960's s, we 
sincerely hope that such increased credit will be geared to supply 
homes at the rate of 2 million per year. 

Thank you. 

Senator Sparkman. Thank you, Mr. Gray. 

Mr. Shickler, do you have anything to add to that ? 
Mr. SurcKkuer. No. 
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Senator SpaRKMAN. Senator Muskie, do you have any questions you 
wish to ask of either member of the panel ? , 

Senator Muskie. I have one or two I would like to ask Mr. Schmidt 
if I may. 

Senator Sparkman. Goright ahead. 

Senator Muskie. He suggested, without stating any final conclu- 
sion, certain implications with respect to the effect of Government 
intervention in the housing field. 

Would it be your conclusion, Mr. Schmidt, that Government inter- 
vention in the 1950’s depressed private activity in that field? 

Dr. Scumipr. I do not think I can draw that conclusion, however, 
because we do not know what the results would have been in the 
absence of all this activity, so that there is no real way of answering 
that with any finality. 

Senator Muskie. Would you say that Government intervention was 
of no effect ? 

Dr. Scumipr. I am sure it had some effect. I am sure it had some 
beneficial effect, as a matter of fact. 

Senator Muskie. The effect is all on the plus side? 

Dr. Scumipr. Probably some on the plus and some on the minus. 

Senator Muskie. Would not the conclusion be, then, that compari- 
son of the 1920 figures and the 1950 figures would indicate that with- 
out Government intervention housing starts would have been on a 
lower scale in terms of the gross national product ¢ 

Dr. Scumipr. No, I do not think so. I think it could have been 
the opposite. 

I came here in 1943 just on a temporary basis—and I am still here— 
and I remember Marriner Eccles, Chairman of the. Federal Reserve 
Board, kept warning various committees of the House and the Senate 
that the Government housing programs were highly inflationary, that 
is, they forced up prices by making credit so easily available. 

Now, they got more houses that way, but you got more costly houses 
that way. 

So you may get more units in a particular period of time as a result 
of Government intervention, but you get them at higher cost. 

Now, that was the conclusion of Marriner Eccles, and I think the 
industry would agree with that. 

Senator Muskie. What would be your comment on Mr. Gray’s 
statement when he said: 





Another indication of the increase in productivity is in homebuilding. This 
can be seen in the fact that it takes about the same proportions of annual family 
earnings to buy the average house today as it did before the war, nothwith- 
standing the fact that there is a vast improvement in size, conveniences, built-in 


features, and more importantly the increased costs of building materials and 
land. 


He seems to reach a different conclusion than the one you are 
suggesting. 

Dr. Scumipr. I do not know whether his conclusion would be dif- 
ferent than mine. I would have to think about that one. 

I do not think you can draw conclusions that fast on the question of 
productivity. 

Now, productivity, as you know, is an engineering concept, ratio of 
input to output, and you really havean entirely different end product. 
You cannot compare it with 20 years ago or 30 years ago. 
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Two generations ago a house was nothing but. a shell. <A little later 
it got some wiring or some pipe for gas. A little later it got a central 
heating unit in it. And subsequently it had more built-in features. 

So you are not really talking about the same product, and I do not 
know how you can honestly and objectively talk about productivity, 
because there are no— 

Senator Muskie. Would you agree with the point that Mr. Gray 
makes that increased productivity is an offset to increased costs in 
labor? . - 

Dr. Sctumipr. I do not know whether that is the case or not. I am 
sure there has been some improvement in productivity; certainly 
the use of wallboard as against ordinary types of plastering and many 
other techniques. There has been enormous improvement in produc- 
tivity, labor saving devices, and building materials that are partially 
factory made, and subassemblies. 

Productivity of the industry—I prefer to think of it as the industry 
rather than of labor because it is a joint product—the productivity 
improvement is a joint product of all the skills that go into it. 

Senator Muskie. Would you make any comment on this question, 
Mr. Schmidt: Would you say that the average American family is 
better able to move into homeownership today than it was in the 
1920's? 

Dr. Scimipr. That is the one difference that I am quite positive the 
Government program has made, due to the financing arrangements. 

My own guess is we would have just as many houses today without 
this Government intervention, but the structure of ownership would 
be different. I think we would have more landlords, more tenants, 
and less individual ownership if we had not had the small down- 
payments and the financing arrangements and so on. 

Senator Muskie. Would you say that the average American family 
today is better able to move into a better house than in the 1920’s? 

Dr. Scumipr. Oh, I think there is no question about that. 

Senator Muskie. Would you say that this, too, is a product of Gov- 
ernment intervention ¢ 

Dr. Scumipr. Well, there might be a plus there, but I would guess 
it is due more to the inventors and the scientists and the research 
people and the whole complex that goes into the making of a house 
a home. 

To the extent FHA 

Senator Musxir. Of course, these improvements cost money. And 
those costs must be offset in some way. 

Dr. Scumipr. That is right. 

Senator Muskie. Have you any opinion as to what the offsetting 
factors are? ° 

Dr. Scumipr. Well, the offsetting factor is the mass production 
technique, the factory-making process, and large runs. 

Senator Muskie. Increased productivity ? 

Dr. Scumir. Well, that is simply another way of saying what I 
amsaying. It is the increased productivity of the industry as a whole, 
including better educated workers that can read blueprints better and 
more quickly, make fewer mistakes, better trained workers. 

Tam sure the average carpenter is better trained, or bricklayer, than 
he was 50 years ago. At least I should hope he is. And there is 
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probably better recruitment, better selection of people for different 
jobs, through vocational guidance and counseling. 

All of that, it seems to me, must have some beneficial payoff in 
improving the productivity of the worker, but the bulk of the pro- 
ductivity improvement always comes not from the workers on a par- 
ticular assignment but from what a worker works with, including 
supervision, management, and the know-how and the machinery, the 
automation or the technology, which is attributed to the scientists, 
inventors, engineers, researchers, plus, of course, the savers who make 
it possible to finance these. 

Senator Muskie. You say the worker has made no contribution? 

Dr. Scumipr. No, no; I did not say that. 

Senator Muskirz. Toward increased productivity ? 

Dr. Scumipr. No, no; I do not say that at all. I think the worker 
today is a better educated person than he was two or three generations 
ago, and insofar as he has more knowledge and learns more and even 
attends schools. I know that in certain of the building crafts they 
run schools on plastering and on tinsmithing. We have a lot of vo- 
cational schools. 

So insofar as the worker is a more competent worker, he certainly 
is part of the productivity improvement. 

Senator Muskir. May I get back to my original line of question- 
ing, Dr. Schmidt? You indicated that Government intervention in 
the housing field has resulted in some pluses. I think it is important— 
obviously it is a concern to you and should be important to us and 
to the Congress—to determine whether or not Government inter- 
vention in the housing field stimulates private enterprise or depresses 
private enterprise. 

Dr. Scumipr. I would say that there are certain essential roles of 
Government. It has to create the climate in which the citizens live 
and work and do business. There are certain things such as building 
codes that I suppose 

Senator Musxre. I am speaking specifically of governmental pro- 
grams on the Federal level as reflected in the omnibus housing bill 
which is pending before the Congress at the present time. 

Dr. Scumipr. My offhand guess is that you change the structure of 
the housing industry some, you change the financing some, but I am 
not at all convinced 

Senator Muskie. Is that good or bad in terms of providing the 
necessary housing for Americans? 

Dr. Scumipr. If you think of home ownership, for example, as 
being a very desirable thing—I personally happen to think it is, al- 
though you should not force it on a person—I think that is on the 
plus side. 

I think the FHA program, while perhaps it ought to be mutualized, 
turned over to the people involved, made more flexible, would be on 
the plus side. 

I am told—I do not know much about this, but I am told—that the 
funds just to handle administrative procedures in FHA are deficient, 
so that you actually get bottlenecks there processing the working 
papers. 

This is a kind of bottleneck that a private industry could cut more 
quickly, I think, than Government can, because Government depends 
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on annual appropriations and supervision by gentlemen like you and 
all the rest, the auditors and the comptroller and what not. 

So I have no way, really, of answering the question in any final 
way, but I have great faith im the drive of the individual, the i ingen- 
uity of the individual, giving the kind of cooperation needed. 

Senator Musxte. You believe in more home ownership ¢ 

Dr. Scumr. Pardon? 

Senator Muskre. You believe in more home ownership? 

Dr. Scrrmipr. I think it is a stabilizing influence. I believe for per- 
sonal satisfaction it is far better to own your own home than to be just 
a tenant. 

On the other hand, I do not think we ought to force people to 
become owners by making it unduly cheap so they get tied up in their 
homes so that if there is a better job opportunity offered in some other 
community, they stay. 

Senator Muskie. Let us stay on the philosophical belief that you 
believe in home ownership, you believe that more Americans ought to 
own their own homes. 

Dr. Scumipr. I suspect more should in the future. I do not know 
whether the percentage, which is now, I think, between 60 and 65 
percent of all families own their own homes, whether that should go 
to 70 percent. I am sure there is a margin that is bound to be tran- 
sitional and mobile, particularly young “people who probably ought 
not to own homes in the first few years. 

Senator Muskie. Do I recall correctly that just a few moments 
ago, you made the point that we would not have home ownership in 
America to the extent that we have it if it had not been for Government 
intervention ? 

Dr. Scumipr. I think that is correct. I think if we had not had the 
Government arrangements, we might have built just as many houses 
in the postwar as we did, but the structure of ownership would have 
been different. I feel quite confident that would be the case. 

Senator Muskie. Both you and Mr. Gray indicated that you would 
have an adequate labor force to meet the housing needs of the 1960's, 
for different reasons, but you both indicated this conclusion. I was 
interested in a statement that you made, and I would like a clarification. 

You said that except for very short periods such as a few days 
or weeks, it would be difficult to identi y any significant consumer 
demands in peacetime, which have ever been left ‘unsatiated because 
of ; scarcity of labor. 

I do not know whether you are speaking of labor in the unskilled 
sense, a skilled labor sense, or the professional or semiprofessional 
sense. It is apparent to anyone who has been dealing with these prob- 
lems that we have very definite inadequacies and shortages of skills 
in the nursing field, the teaching field, and the professions, doctors, 
«lentists, and so on. 


These are areas where we do not have, and have not had for a long : 


time, and are not likely to have in the foreseeable future, an adequate 
supply of the necessary skills. 
r. Scumipr. Well, I do not know how you define “adequacy” or 
“shortage.” To me, this 3 is an economic concept. If you are short 
of any particular skill, and you really want that skill, oe ought to 
be willing to pay for it. Society ought to be willing to pay for it, 
to pay itssupply price. 
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Senator Musxig. I would very quickly illustrate what a shortage of 
doctors means by taking you into dozens of urban communities or 
rural communities all over this country. I do not think it would 
require any nicety of definition. 

Dr. Scumipr. Well, they are free to go there. Doctors are free 
to go there. Why don’t they ? 

Senator Muskie. Free to go except for the 

Dr. Scumipr. Price system. 

Senator Musxir. No, except for the economic forces that do not 
make it attractive to them. 

Dr. Scumipr. In other words, there is no demand for their service. 

Senator Muskie. In terms of the needs of the people who require 
the service, there is ample demand. 

Dr. Scumipr. Well, but that is not the way the American economic 
system works—it does not work on that basis. The American economic 
system works through the price system. 

Senator Muskiz. What you are saying, then, is that the demand is 
measured, not by what people need, but what they can pay for. 

Dr. Scumipr. That is right, and the minute you have any other 
standard, then you are in trouble because then you have to dip in the 
barrel, which is not bottomless, to help people out. 

Senator Musxkir. If we do not develop some other standard, there 
are going to be millions of people who are in trouble in terms of 
meeting their basic needs, are there not ? 

Dr. Scumuipr. I do not believe that. I think it is the drive and the 
energy in the individual who will meet his own needs, and thereby 
enrich all of us. 

Senator Musxkir. If you really believe in this philosophy, Mr. 
Schmidt, then you would advocate no housing legislation by Congress. 

Dr. Scumipr. Well, take a look at the figures. We did pretty well in 
the twenties. 

Senator Muskie. Are you advocating no housing ? 

Dr. Scumipr. No, I am not; I am just recommending that this 





committee take a look at these figures and see what they really mean. 


Senator Muskie. What conclusions do you have to reach after 
looking at the figures ? 

Dr. Scumipr. Well, whatever the correct solution may be. 

Senator Muskie. What, in your judgment, is this? 

Dr. Scumipr. Well, I do think that we certainly do not want to go 
in public housing, and I think probably the FHA ought to be 
mutualized. 

Senator Muskie. Why not eliminate the FHA ? 

Dr. Scumipr. I think the function is very useful, but there was 
seatnnns a gap there in terms of the allocation of funds, and I think 
perhaps 

ation Muskie. Isn’t FHA an artificial stimulus to demand ? 

Dr. Scumipr. It is to some extent, yes, but if you could mutualize 
it, such as the Farm Bank created back in 1918—I believe it cost thou- 
sands—I think it was mutualized and now is purely a private organ- 
ization doing the same job. 

Senator Muskie. Don’t you see any inconsistency between your posi- 
tion on this point and your position that Americans should have only 
those services they could pay for in a free enterprise economy? 
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Dr. Scumipr. If people are suffering and destitute, I think it is an 
American tradition, Christian tradition, to help them. 

Senator Muskie. It is a question of how destitute they ought to be 
allowed to be. 

Dr. Scumipr. A question you have got to decide. You cannot just 
assume this. You have got to make your decision, and it is my view 
that by putting people on their own to the maximum degree possible, 
you not only will do the most for them, but they will do the most for 
the rest of us because everybody is inv olved in productivity benefits, 
all of us." Nobody can be a better doctor or.earn more money without 
benefiting the patients, and this goes right down through the whole 
economic system. 

Senator Musxte. The difficulty is coming in measuring the maxi- 
mum degree possible. 

Dr. Scumipt. The market does this. 

Senator Muskie. You are suggesting that, with respect to FHA, you 
do not leave it entirely to the market? Government should step in 
to some extent ? 

Mr. Scummwt. Well, I am not sure that that is just what ought to 
be the proper conclusion. The Mortgage Bankers Association or some 
other group, I think, is recommending a mutualization of the FHA 
operation, but I am not here to argue the pro and con of the FHA or 
any other particular program. 

But here you have Mrs. Roosevelt, for instance, saying according 
to the Washington Evening Star of May 15, 1959, speaking before the 
Washington Housing Association : 

Mrs. Roosevelt said visitors to this country are constantly weighing this coun- 
try’s form of government against that of communism before making their choice. 
She indicated a display of public housing might tip the scale in this country’s 
favor. 

In other words, she is telling us that if we go in for public housing, 
we can win the cold war, or it might tip the scale. This is an argu- 
ment for public housing that I just cannot accept. 

Senator Muskie. But, as I understand what you said in,the last 
few moments, you and she do not really disagree on principle. You 
simply disagree on the application of the principle. You do not 
really mean that Americans in this country should get only those 
services they can pay for? 

Dr. Scumipr. I think that should be the general principle, and you 
have to make exceptions. 

Senator Muskie. But not an inflexible rule. 

Dr. Scumipr. Well, you have to make exceptions to people that are 
destitute or that 

Senator Muskie. So you disagree with her only in your evaluation 
of what the exceptions ought to be? 

Dr. Scumapr. Well, I think, when you get to the exceptions, you 
get to differences in kind, differences in degree which, if it is enough, 
can be differences in kind. 

Mr. Gray. Senator, may I comment on that Mrs. Roosevelt article? 
I would like to give my impression of what I think Mrs. Roosevelt 
intended when she said that in a statement. 

As you both know, and I am sure everyone in the room knows, Mrs. 
Roosevelt is, and has been for many, many years, a great humanitarian. 
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She has traveled through the slums of this country, through New York 
particularly, New York City. She has seen what breeds in those 
slums. She knows that in order to have slum clearance, as is con- 
tained in the bill under Senator Sparkman’s name—it passed the 
Senate February 8, I believe—that you need a certain degree of 
public housing to put those people in when you clear out the slums. 
Their economic status is such that they cannot afford to pay the going 
rate of rents. 

Now I think, when she made the reference to communism, she was 
thinking of the people that live in the slums of this country, and 
there are plenty of them. She is afraid that if we do not do some 
thing to clear out those slums, and that is a necessity—you have got 
to put them someplace, and if it is not public housing, I do not know 
who is going to take it up and provide homes for them. It has to be 
subsidized. Certainly, private industry is not willing to do it, so 
the Government has to do it. 

To me it is something like being comparable to our foreign economic 
aid program. Weare sending funds across the sea to lift the economic 
level of different countries to keep them from going Communist. I 
think that is what Mrs. Roosevelt had in mind, sir. 

Senator Muskie. I think you are right. I think you are right. 

Dr. Scumipr. In other words, we have to socialize ourselves a little 
bit in order to win foreign converts. That is really what she said. 

Senator Muskie. What if you were in a position to write the housing 
bill in this Congress or to amend it ? 

Dr. Scumipr. I would resign; I do not know enough about it. 

Mr. Gray. Senator, I might say that this interesting remark by 
Mr. Schmidt about the Mortgage Bankers wanting to continue 
FHA 

Dr. Scumipr. Ona mutual basis, I think it is. 

Mr. Gray. I do not know what you mean by “a mutual basis,” but 
certainly, whatever it is, you will keep the Government guarantee, I 
am sure, of the funds that they loan. If that is not socialization of the 
banking industry, I would like to know what you call it. 

Dr. Scumipr. I do not think that is their idea. I defer to you in the 
absence of more concrete knowledge, but I think their idea is to mutual- 
ize it on a private, voluntary basis, somewhat the same as the old farm 
loan bank of 1918. 

Senator Muskie. To eliminate the Government guarantee ? 

Dr. Scumipr. Pardon? I think it removes Government as guaran- 
tee entirely, and it is the borrowers that really own the organization, 
the borrowers and the lenders. They pay a premium to cover the risk 
of losses and so on. 

Senator Muskie. It is your feeling that urban renewal is a proper 
function of government ? 

Dr. Scumipr. Of the Central Government, the U.S. Government? 
No. 

Senator Muskrir. Any government. 

Dr. Scumipr. I think possibly there is a problem there where you 
have difficulties in assembling land or several overlapping governments 
and perhaps need some condemnation procedures to assemble specifi- 
cally large plots with individuals perhaps holding out, so that I do 
not think it has to be done through the Government. I think it could 
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be done by private builders and contractors. But I would certainly 
think of it as being, essentially, a local responsibility rather than a 
congressional or a U.S. Treasury responsibility. 

Senator Muskie. You really think that private enterprise, private 
builders and contractors, on their own, would do something about this 
problem of urban blight ? 

Dr. Scumipr. I am told they have done it over and over again. I 
do not happen to have the information with me, but I am told in eity 
after city they have torn down whole blocks and rebuilt, and I do not 
agree at all with what Mr. Gray said, that only the Government can 
provide peeene for the people that are displaced by slum clearance. 

There are always additional houses available to which they can move. 
If the seule is strong for new housing—say we knew that, for ex- 
ample, 1,000 housing units are going to be demolished for a slum clear- 
ance project. Every builder in the community would prick up his ears 
and say: “There is going to be additional demand because some people 
will move out of one layer of housing into a little bit better layer as 
their income rises.” Just as the poor classes like myself, being a college 
professor most of my life I bought second-hand cars. The rich Sen- 
ators and so on bought new cars. I bought the second-hand cars, but 
I did not suffer because I rode around in a second-hand car 

So I think there is a fatal defect here in the notion that somehow 
only the Government can provide housing for the poorest classes. I 
simply do not believe it. If the people are so poor that they cannot 
pay rent, then we ought to have some kind of charity to subsidize 
their rental pay ments the same as we subsidize their food. 

Senator Muskir. Would you disagree with the conclusion, which 
seems to be factual from where I sit, that, notw ithstanding governmen- 
tal intervention in urban renewal, there is a growing cancer in Ameri- 

can cities ? 

Dr. Scumipr. Government intervention ? 

Senator Muskie. No; the urban renewal, urban blight. 

Dr. Scumipr. The urban blight is growing. I suspect that is true. 

Senator Muskie. This is so even though there has been Government 
intervention ? 

Dr. Scumipr. That is right; and some private activity. 

Senator Muskie. Would you say that without Government inter- 
vention, we would get even more progress to eliminate this blight? 

Dr. Scuapr, I do not know whether you will or not. You may get 
a lot of holding back if Government intervention is promised. 

Senator Muskie. The fact is, we never have. 

Dr. Scumipr. Have not had very much intervention. You have not 
had very much activity. Certainly the blight is going on. 

Senator Musxkir. Then, in your opinion, should there be government 
intervention on some level in this field of urban renewal ? 

Dr. Scu»ipr. I think perhaps in some local communities there 
might well be. 

Senator Muskie. A little socialization is a good thing ? 

Dr. Scumipr. Well, schools are socialized, public libraries are social- 
ized, roads are socialized. 

Senator Muskie. Again, we are not talking about a difference in 
principle, really. We are talking about—— 

Dr. Scumipr. Well, I am not an anarchist; I think we have to have 
government. I have great respect for Senators and their staffs. 
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Senator SparKMaAN. Dr. Schmidt, with reference to the mutualiza- 
tion of housing, you are correct to a degree. You referred particu- 
larly to the Mortgage Bankers Association. Of course, there are 
other organizations, too, that advocate this, but you will find that 
they are not advocating doing away with the Government guarantee 
immediately. They propose working gradually to that end, and I am 
fully in favor of that. 

As a matter of fact, I have many times advocated programs that 
would do that. I think you will find that in 1950—somewhere about 
that time—I sponsored a program that would have et that very 
thing. I do not know how your organization stood on it. It may be 
interesting to go back and see what the recommendation was. But 
I was not able to get it through anyhow. 

Dr. Scumipt. Well, you are probably making progress. 

Senator SparKMAN. I do not know whether we are or not. I cer- 
tainly would advocate a program, and I have done it many times 
here, that would do that just exactly. I have used the farm credit 
system as an example. There is the Federal Reserve, the FDIC, the 
Home Loan Bank Board, and many other agencies that the Govern- 
ment has underwritten. 

Of course, the FDIC has paid out until we could call it a private 
operating agency, yet there is still a Government underwriting; is 
there not ? 

Dr. Scumipr. Of the FDIC? 

Senator SPARKMAN. Yes. 

Dr. Scumipr. Well, I do not know whether there is really or not. 
That is a matter, I suppose, of accounting procedures. 

Senator SPARKMAN. You know that in case of trouble, they are em- 
powered to draw on the Treasury for $2 billion ? 

Dr. Scumipr. Yes; but they have 

Senator SpaRKMAN. An absolute right. 

Dr. Scumipt. But they have a huge reserve which they have col- 
lected from among the member banks. 

Senator SparKMAN. I know they have a reserve of something over 
$1 billion and so has the FHA a big reserve of over $700 million. 

Dr. Scumipr. I do not think the FHA costs the taxpayer very 
much. 

Senator SPARKMAN. It does not cost anything. They paid out all 
that the Government put in. It pays its own operating expenses. 
May I say I agree with reference to the operations. I would like to 
see Congress give the FHA permission to use such part of its receipts 
as may be necessary in order to get efficient and effective operation. 

Would you advocate that? 

Dr. Scumipr. I certainly think if you are going to have an agency, 
and you do not give it proper money to do its job, that is almost 
irrational 

Senator Sparkman. I believe you will find that Congress has been 
pretty cooperative in giving them the amount they asked for, but 
sometimes they cannot even estimate that. I think it would be good 
if they had a free hand, if they could use such amounts as they might 
deem necessary, find necessary, and then justify it later in reporting 
to Congress. 

You would advocate some such program as that? 

Dr. Scumipr. I would think so. I would think so. 
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Senator SparkMAN. That is in line with what you suggested. 

I am not going to argue these various housing programs. You are 
aware of the fact, of course, that we operate under a directive of law 
that was set up in the Housing Act of 1949 that tells us to work for 
programs to stimulate both private housing, insofar as it may be 
done, and public housing—I mean publicly supported housing pro- 
grams—in those areas in which private enterprise has not been able 
to do the job. You are familiar with that law, of course. 

What’ abdut Government aid to such types of housing, for instance, 
as for elderly persons, a field in which private enterprise certainly has 
failed to take care of ? 

Dr. Scumipr. Well, there you get to what Senator Muskie was talk- 
ing about, I suspect, this whole question of needs. If you are going 
to follow the clue of needs, it is endless, it is absolutely endless. You 
can make out case after case where people ought to live better, ought 
to be in a better position. 

Now, when you say private enterprise has not met the needs of 
the elderly, are you thinking of individual units? Are you thinking 
of rest homes? Are you thinking of convalescent homes? 

Senator Sparkman. All of these, all the w ay across the board. 

Dr. Scumipr. | think if there is a genuine need there, and if it is 
backed by the ability and willingness to pay, I think business will 
be right in there pite hi Ling, because ‘business is in business to turn it out. 

Now, there are some people, older people, who do not have much 
income. If they have to be aided, then it becomes a question of 
charity. You have got old age and survivors’ insurance benefits, and 
many of them get private pensions. Some of ‘them have a little 
savings. How do you define need ? 

This is not a simple thing, and with the plight of the Treasury, 
where—— 

Senator SparkMaAN. It does not cost the Treasury any money. I 
am not talking of a. program that costs the Treasury money. As a 
matter of fact, if you took all of the housing programs combined, and 
there must be two dozen of them, add up what they cost the Govern- 
ment, take into consideration the amount of profit that has been made, 
you will find they have all been on the profit side. 

Dr. Scumiptr. Take such a thing as college housing. By forcing the 
interest rate slightly below the market rate, the U.S. Treasury is 
burdened with the problem of financing college housing. Just a very 
minor increase in incerest 

Senator SparkMAN. I would challenge that statement because the 
law specifically provides that it shall be one-quarter of 1 percent in 
excess of the average cost of all money to the Government. <A quarter 
of 1 percent is sufficient to care for the administrative costs. Where 
does it cost the Government any money ¢ 

Dr. Scumipr. Well, the point is that the Treasury still has to raise 
the money, and this is part of its Treasury oper ation in the money 

market. “The Treasury is in serious difficulties in financing the deficit 
and in financing the maturing obligations. 

Senator Sparkman. I will agree with you that the program adds 
to the burden of the Treasury, but it does not cost the Treasury 
anything. 

Well, we could go on and argue all of these programs one by one, 
but that is really not our purpose. We have had these arguments time 
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after time after time. In fact, I believe you testified before our com- 
mittee way back in 1947 or 1948. You were here then; were you not? 

Dr. Scumipr. Yes; I was. 

Senator SparKMAN. The act under consideration at that time was 
finally written into law in 1949. I think you testified on the Taft, 
Ellender, Wagner Act. But all of these arguments were presented at 
thistime. There was 

Dr. Scumipt. I thought you would be interested in these figures. 
You say what is there is rather challenging and makes you stop and 
think. I donot think they prove anything. 

Senator SPARKMAN. Let me ask you about those figures on residen- 
tial starts. You took 2 years in the 1920's, and 2 years in the 1950’s. 
I do not know what this would show. What would it be if you took 
all 10 of the 1920’s and all 10 of the 1950's, or of a like period? You 
cannot get 10 in the 1950's, 

Did we get as large an overall total of housing during those years 
that we have been getting in recent years¢ I know that 1925 was a 
big year. I believe that is one of the biggest years we have had in 
housing. 

Dr. Scumipr. Yes, 1925 or 1926 was the biggest. 

Senator SparKMAN. I believe 1950 was the biggest year, and 1955 
next. 

Dr. Scumipr. We had almost a million started in 1925 when the 
country was really much, much smaller, and last year, we had just a 
shade over a million. 

Senator SparkKMAN. How much difference was there in 1920 through 
1924 ¢ 

Dr. Scumipt. They were much lower, and in 1929, I think it was 
around half a million. 

Senator SpARKMAN. Yes; I think we have to, in all fairness, take a 
group of years and see what we are doing. Furthermore, I think we 
have to go back to the 1930’s and see whet we were providing then, 
when we started two housing programs. I do not believe that you 
would be opposed to the Home Owners Loan C orp., would you? 

Dr. Scumipr. That was a rescue operation. 

Senator SpaRKMAN. Yes; a rescue operation. It is a thing that 
began to get us off the ground. I cannot believe that you objected 
tothe RFC back in those » days either. That was a rescue mission, too. 

Dr. Scumipr. In 1933, I built a house. I was 1/93,000th of the 
whole residential construction industry in the United States. 

Senator SpARKMAN. You were what? 

Dr. Scumipr. One over 93,000. 

Senator SpaRKMAN. In other words, 93,000 houses built ? 

Dr. Scumipr. Yes, 93,000 houses were started in 1933. 

Senator Sparkman. We will go to 1927. I built in 1927. I was 
one out of 810,000. 

Dr. Scummpr. Yes, but I was 1 out of 93 000, so that the industry 

was really Ceepeet: in those days. 

Senator Sparkman. Yes, it had collapsed, and it had to have a 
rescue, did it not ? 

Dr. Scumipr. That is right. 

Senator SparKMAN. I think I can say that the same situation was 
still prevailing in 1934 when the National Housing Act was enacted 
into law. There were 126,000 starts that year. “We needed some 
stimulation, did we not ? 
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Dr. Scumipr. That is right. We needed stimulation for the whole 
economy. 

Senator Sparkman. Of course, construction dropped off during the 
war because of scarcity of materials and labor aad so forth. After 
the war we needed again to increase production. 

Dr. Scumwr. So the boom since the war would not be comparable 
to the 1920’s, although I am sure the 1920’s were lower because of 
this gap we had during the depression as well as during the war. 

Senator Sparkman. I think we must give consideration to this 
thought that Senator Muskie brought out, even though I do not know 
of any way we could measure it, because it is, strictly speaking, leg- 
islative, and that is this: What would be the situation if we had not 
had housing programs? Iam not sure we get the answer by referring 
back to 1925 or 1926. 

Dr. ScHMIDT. I do not think we get a conclusive answer. 

Senator SpARKMAN. Any more than we do by referring to 1933 when 
we . built 93,000 units in the whole country. 

By the way, I have a table, entitled “Estimated number of new 
dwelling units started in nonfarm areas.” This table, published by 
the Bureau of Labor Statistics, shows residential construction data 
from 1920 to the present time. 

(The table referred to follows :) 


Estimated number of new dwelling units started in nonfarm areas 


{Thousands of units] 


; Units in 
Privately Publicly | Total non-| 1 family 2 or more 
owned owned farm family 

structures 


247 247. 202 45.0 
449.6 449. 316. 133.0 
716. 716. 37 279.0 
871. ‘ 513.0 | 358.0 
893. 93.0 | 534.0 | 359. 0 
937.0 | 937.0 | 572. 365.0 
849.0 | 849.0 | 91.0 | 358.0 
810. i. 54, 356.0 
753.0 | 53. 36. 317.0 
509. 0 | 509. 316.0 | 193.0 
330 3: ; 227.0 | 103.0 
Beem lecent .0} 7. 67.0 
134.0 | : 8. 16.0 
93. g 93. 76. 17.0 
126.0 | E Y 9. 17.0 
215. 38.0 
304. 75.0 
332. 69.0 
399. 89.0 
458. 116.0 
529. 116.9 
619. 102. 6 
301. 63. 2 
183. 47.4 
138. 24.1 
208. 24.7 
662. 80.5 
845. 108.8 
913. 165. 0° 
ORS. 230.8 
1, 352. 241.9 
1, 020. 191.2 
1, 068. 184. 5 
1, 068. 166.0 
1 
1 
1 
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Senator SparKMAN. I take seriously the injunction given to us in 
the Housing Act of 1949 in which we are directed to utilize private 
enterprise insofar as possible toward attaining this goal of providing 
adequate and decent housing for American families. 

But I also take seriously the other injunction that if we have to 
have a Federal program to get the job done, I think we ought to 
utilize it carefully, sparingly, and with great caution, and try to make 
it a program that will advance itself. 1 would like to see it work out. 

Dr. Scumipt. That isright. I think we all would. 

Senator SparKMAN. To have it go into private enterprise, that is 
the kind of program we have tried to develop. 

Mr. Cash wants to ask a question. 

Mr. Casn. As I suggested to previous witnesses, what we are at- 
tempting to establish this morning is the magnitude of any change 
in unit cost which might be attributable to materials and labor. I 
would like to ask both of you if you could help the subcommittee in 
making a judgment as to any change in unit cost which might be 
attributable to labor over the next 10-year period. Will there be 
change? If so, will it be upward or downward? Mr. Gray. 

Mr. Gray. That is pretty hard to say, Mr. Cash. I am rather re- 
luctant to make a prediction. However, I am inclined to believe 
that it certainly would not go up over what it has been. I am talk- 
ing now in the sense of the average cost, or costs of an average house. 

Looking back to the record of the past 10 years, since the 1940s, 
rather, even longer, where the average family income would buy the 
average house, it has not increased in that sense. 

I might even say that due to the instigation of certain programs 
between management and labor, which is to the end to reduce the 
end product cost of the home to the average family, I think that I 
can cite several such programs. I think if they prove successful, and 
it is too early to say, that the unit cost would tend to go down rather 
than up. 

That is my own guess, and that is purely a guess. For example, 
we have the Bricklayers International Union; we have the Structural 
Clay Products Institute, the management group; we have the Home 
Builders National, Association of Home Builders. They are working 
together on certain promotional programs, through their promoting 
their own product. The same is true of the Plasterers International 
Union over dry board. That makes for competition. I think it 
makes for a healthy situation. 

But there you have a situation where organized labor on the inter- 
national, and I might say they have local committees, are promoting 
their particular product. I think it is a healthy situation. 

You will find also that the Plumbers International Union along 
with the Steamfitters have instituted cooperative programs with the 
Mechanical Contractors Association along similar lines. Not only 
that, but the Plumbers International Union has expanded its train- 
ing program. I think they have about 10 or 12 or 13 schools to train 
and retrain journeymen into the new uses of piping into homes and 
industrial products. 

I think that is going to make for a more efficient craftsman, not 
only of the new boys coming up, but the retraining of the journey- 
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men. I cite those as two instances which very definitely, I feel, will 
bear on unit cost. 

Mr. Casu. Then, would you say that if this subcommittee is esti- 
mating a quantity of credit which may be required to produce a given 
number of residential units, that we should not assume that labor 
cost will force that quantity of credit higher than it would other- 
wise be ? 

Mr. Gray. I think that that is a fair assumption. 

I perhaps better cite another example to show how conscious we 
are of it. I know there have been many statements made about 
building codes, that they are outmoded. I do not deny that some of 
them are outmoded because of the technological advances that have 
been made and that a good look, probably, should be taken at some 
of the codes. I do not have any specific examples in mind because I 
have not made those accusations. 

But back a couple of years ago, the president of the Building Trades 
Department sent this letter. It was on February 5, 1958, to all of 
the local building trades’ councils throughout the United States. 
The local building trades council has all of the local building craft 
unions in affiliation. This letter was sent pursuant to a comm which 
was adopted by the 18 general presidents of the building trades 
unions. I think you will find it rather interesting, particularly from 
the cost item view in the future. 

DEAR Sirs AND BrorHers: A committee of the department has been studying 
complaints from various sources concerning certain alleged practices which 
have been said to be detrimental to the best interests of the building and 
construction industry. 

After a full and careful consideration by the executive council of the depart- 


ment, this matter was referred to a meeting of the general presidents held on 
February 5, 1958, in Miami Beach, Fla. 





That was February 5,in Miami Beach, Fla. 


At the general president’s meeting, the following statement of policy was 
adopted : 


Now, these are generally referred to as the 10 commandments 
throughout the country. 


In reviewing various conditions in the building and construction industry, this 
department finds that there is need for a statement of policy regarding several 
matters that seem to disturb the basic principles of sound industrywide 
relationships. 

Accordingly, the building and construction trades department states, as its 
policy, the following declaration of principles and recommends strict adherence 
and cooperation by a segments of the buiding and construction trades industry. 

1. The selection of craft foremen or craft general foremen, over workmen of 
their respective crafts, shall be entirely the responsibility of the employer. 

2. The welding torch is a tool of the trade having jurisdiction over the work 
being welded. Craftsmen using the welding torch shall perform any of the work 
of their trade, and shall work under the supervision of the craft foreman. 

3. Workmen shall be at their regular place of work at the starting time and 
shall remain at their place of work until the regular quitting time. 

4. There shall be no limit on production of workmen or restriction on the full 
use of proper tools or equipment and there shall not be any taskwork or piece- 
work. 

5. Payment of excessive daily travel allowances or subsistence shall be 
discouraged. 

6. Jurisdictional disputes shall be settled in accordance with the procedure 
established by the building trades department of the AFL-CIO or in special 
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cases as agreed and established by two or more international unions, without 
interruption of work or delay to the job. 

7. So-called area practices, not a part of collective-bargaining agreements, 
should not be recognized nor should they be enforced. 

8. Slowdowns, forcing of overtime, spread-work tactics, standby crews and 
featherbedding practices have been and are condemned. 

9. Stewards shall be qualified workmen performing work of their craft. There 
shall be no nonworking stewards. 

10. There shall be no strikes, work stoppages, or lockouts during the pro- 
cessing of any grievances or disputes in accordance with the manner pre- 
scribed in the local or national agreement. 


Now, we have a concluding paragraph in which we told our local 
people: 


All building and construction trades local unions throughout the country should 
strictly and conscientiously adhere to each and every one of the above-stated 
10 points. Local building and construction trade councils should bring to the 
attention of this office alleged violations of the above statement of policy, giving 
full facts, so that corrective steps may be taken by appropriate affiliated inter- 
national unions. 

I say this has been in effect just about 2 years. We have had some 
signs of progress and some otherwise, but it is an indication of the 
trend that labor is going toward. I think it will ultimately result in 
lower unit costs. 

Mr. Casu. Thank you, sir. 

Dr. Schmidt, would you agree that we should not give weight to 


-increased labor costs in building our estimate of quantity of credit that 


we might need in the next 10 years? 

Dr. Scumipr. I think I would be inclined to agree with Mr. Gray. 
There is some reservation you might have. For instance, we do not 
know what is going to happen to the length of the workweek. If there 
is massive pressure, obese’ with the unemployment, this tends to 
generate pressure for shorter workweeks that could raise costs. 

Beyond that, I think he is right because wages in construction have 
not gone up quite as fast, as a matter of fact, as in manufacturing. 
Fringe benefits are a little lower, as far as we can find out, than in 
the area of manufacturing. So it does not seem, if wages were rea- 
sonably right in the early 1930’s, which no one can prove, they are 
too much out of line, considering particularly that by and large build- 
ing tradesmen are more skilled operatives, I think, than factory 
operatives. 

There is one factor we might have to consider, and that is land. 
Land costs will probably go up, but for identical houses, assuming 
that houses do not become more elaborate with more built-in features, 
my guess would be that both on the materials side and the labor side, 
the cost, relatively speaking, will not be higher 10 years from now 
than it is now. 

Senator Muskie. That concludes the testimony for this morning. 
I would like to express my appreciation for your attendance and your 
interest and the stimulus to our thinking. 

We will recess now until 2 o’clock this afternoon. Thank you very 
much. 

(Whereupon, at 12:10 p.m., the subcommittee was recessed, to be 
reconvened at 2 p.m. this date.) 
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Senator SparKMAN. Let the subcommittee come to order, please. 

I think we had better get started. We may be interrupted by roll- 
calls from the Senate. I do not know. 

Our first. witness will be Mr. E. Everett Ashley of the HHFA, and 
another witness on the same subject, Mr. Max S. Wehrly, executive 
director of the Urban Land Institute. 

Suppose the two of you come up at the same time. 

Mr. Ashley, we have your prepared statement. 

Mr. Wehrly, I shdiaitaind you do not have a prepared statement. 

Mr. Weurty. I have prepared one. 

Senator SpaRKMAN. You have your own but not copies? 

Mr. Wenrty. Not in duplicate. 

Senator SparKMAN. That isall right. 

Suppose, Mr. Ashley, you give your statement. Present it anyway 
you want to. We have the full statement. You can read it, you can 
discuss it, or summarize it, anyway you want to. 


STATEMENT OF E. EVERETT ASHLEY III, HOUSING AND HOME 
FINANCE AGENCY 


Mr. Asutey. Thank you, Senator. 

I think I would like under the circumstances to read some portions 
of this statement. 

Senator SparkMANn. That is all right. Proceed as you see fit. The 
whole statement will be printed. 

Mr. Asutey. The purpose of my appearance before you today is 
to review for you a paper printed in the Study on the provisions of 
building sites during the 1960’s. The paper was prepared for this 
committee by Dr. Richard U. Ratcliff, professor of land economics 
at the University of Wisconsin, who is unable to be here for this 
hearing. 

My appearance here today is at the direction of Norman P.,Mason, 
the Administrator of the Housing and Home Finance Agency, who 
is desirous of cooperating with your committee in any way he can to 
provide an adequate supply of long-term residential credit for the 
growing needs of the American people. I have been with the Housing 
and Home Finance Agency for more than 18 years and prior to that 
I was a construction economist in private industry for 10 years. 
While I come before you at the request of Administrator Mason, I 
want to stress the fact that I come as a technician and not as an 
official spokesman for the Agency or the Administration. 

The question which Professor Ratcliff sought to answer was: 

During the anticipated era of rapid urban expansion and the concomitant 
residental building boom of the sixties, what steps can be taken to provide, 
at the lowest cost to the consumer, building sites with the full complement 
of facilities generally required for urban living? 

Professor Ratcliff begins his discussion of this question with a 
review of the elements of the problems involved. First, there is the 
question of the adequacy of the supply of land. He concludes, and 
rightly so, that we are not faced with any shortage of raw land during 
the decade of the sixties. Improved high-speed highways and farm- 
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to-market feeder roads, have opened increasing areas of what was 
once remote farmland to the urban worker and his family. Ratcliff 
goes on to state that the way in which our metropolitan areas have 
spread out across the landscape indicates that distance in miles from 
the center of town is no longer a major deterrent to homeseekers. 
There are those who argue, however, that, considering all facets of 
the urban problem, the outward expansion of metropolitan areas 
has already gone too far and that in time the tide will turn with 
greater emphasis being placed upon convenient close-in locations. 

For all of the staggering rate at which our population has grown, 
especially in our urban places, and despite the tremendous expan- 
sion in the physical land areas of our metropolitan complexes we have 
scarcely scratched the surface as far as the use of land areas is con- 
cerned. Today, out of a total land area of 1,900 million acres in the 
48 States of the continental United States, a little more than 115 mil- 
lion acres or 6 percent are currently being used for community ten- 
ancy, or for trade and industrial purposes. Even in New England 
where the boundaries of metropolitan areas touch one another to the 
point where on a map it looks like one continuous built-up area, there 
are still vast untouched areas of raw land upon which to draw. 
When one looks down from a transcontinental plane upon the thou- 
sands of square miles of unused land beneath him it becomes difficult to 
realize that for all of it we do have serious shortages of available 
developed building sites. 

These shortages manifest themselves in what Professor Ratcliff 
characterizes as a short-run monopoly based upon the availability of 
public services, notably sewer-and water. Owners of developed sites 
are therefore often in a position to charge a price for their lots which, 
in the words of the original question posed by this committee to Pro- 
fessor Ratcliff, fails to “bear a reasonable relationship to the cost of 
planned improvements.” Hence it is that you find the National As- 
sociation of Home Builders speaking of the community facilities 
situation and its impact upon the availability of moderate priced 
building sites as “America’s No. 1 problem.” 

Of course, all the rise in the cost of building lots is not attributable 
to what Professor Ratcliff calls monopoly profit. As he points out, 
production costs of land improvements, like building costs, as a whole, 
are rising. In addition, higher standards are being demanded by con- 
sumers and these, reflected in policies and regulations of local gov- 
ernmental bodies and the FHA and VA, in themselves contribute to 
high land costs. 

One area in which these higher standards have become manifest 
is that of off-site improvements. No longer are bare minimums tol- 
erated. Gone today in many areas are the muddy, sidewalkless 
streets of new subdivisions. Now increasing numbers of communi- 
ties are obliging builders to provide at the outset the amenities which, 
in earlier developments, would have come gradually over a period 
of years, such as proper paving, curbing and gutters, storm sewers 
and sidewalks. Consumers have come to realize that immediate con- 
struction of these facilities and their consolidated financing in long- 
term, low-interest home mortgages are usually less expensive than 
deferred construction and piecemeal financing, to say nothing of the 
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physical benefit to the homeowners and the community of their avail- 
ability from the outset. 

Another evidence of the higher standards is the growing tendency 
toward large lot sizes. Professor Ratcliff attributes this trend to 
ranchhouse design and to the growing acceptance of outdoor living, 
both of which call for more spacious lots. He fails to point out 
another important development, however. This is the tendency of 
increasing numbers of communities to curb excessive loads upon their 
sewer and water systems and upon their schools by limiting large- 
scale homebuilding within their boundaries through zoning restric- 
tions. By imposing severe limitations upon the size and price of 
homes to be built and by increasing minimum lot sizes, many dormi- 
tory communities have succeeded and continue to succeed in cutting 
down upon the number of new homes built within their boundaries. 

In their efforts to avoid further aggravation of their local com- 
munity facilities problems many communities are making it increas- 
ingly difficult, if not impossible, for builders of moderate-priced 
homes to continue to operate within their boundaries. This does not 
stop the builders. Instead they search out unrestricted low-cost land 
which is most commonly to be found in the open-country areas where 
no zoning regulations exist, but where-also no central sewer or water 
facilities are available. It is this effort to get away from hampering 
restrictions and high cost of land which leads to much of the “leap- 
frogging spread of residential land use” which Professor Ratcliff 
deplores. 

his selection of land for residential development solely because it 
is cheap and free from zoning restrictions obviously seldom results 
in the best or most efficient land-use patterns. All too often’ instead 
the result is a crazy-quilt pattern of small disarticulated communities. 
The net result is a hodgepodge of uncoordinated or nonexistent com- 
munity systems for water and sewage disposal, an overloaded and un- 
coordinated highway system which interferes with smooth traffic flow 
into the central city, and all too frequently insufficient, poorly located, 
and inadequately developed school sites and playgrounds. One needs 
only to think of some of the farflung suburban developments in his 
own community to bring vividly to mind examples of what I refer to. 

These uncoordinated patterns of land development are in Rat- 
cliff’s opinion inefficient and hence costly to the homeowner, not only 
in money but in terms of unnecessary travel time and lack of ameni- 
ties. Asheso correctly states: 

This uncoordinated process of land development imposes added costs to the 
homeowners which could be avoided if land development were orderly and com- 
pact. The dispersed pattern of peripheral settlement and its unplanned ar- 


rangement adds travel and time costs to all persons and activities which move 
about in its area. 


Having defined the nature and scope of the problem, Professor 
Ratcliff offers certain remedies. First, he urges “more efficient use of 
the total land supply.” 

To snore 4 this he suggests that first efforts be made to make 
use of all the unbuilt-up land between the “fingers and islands of 
growth” before extending farther out. The problem, of course, is to 
eliminate the causes for the bypassing of these areas in the first place. 
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Some have been leapfrogged because their owners have had an inflated 
idea of the true worth of their property and have been holding out for 
prices which may never be attained. Other areas have been avoided 
because of zoning restrictions or offsite improvement standards which 
preclude the economic use of the sites for the type and price of homes 
for which a market exists in the area. Still others have been passed 
over because of the lack of suitable highway links with the employ- 
ment centers of the central city. While some of these obstacles to 
the use of the land can be removed others are almost impossible to cope 
with. 

Ratcliff looks to urban renewal activities “in both central blighted 
areas and open land” to bring about a more effective use of existing 
urban facilities. In previously blighted and slum areas sewer, water, 
and school facilities are probably already available on the site ready 
for immediate use. 

Professor Ratcliff next suggests that in order— 
to forestall temporary shortages of prepared and served urban building sites, 
local authorities must extend public services as fast as demand dictates. 

He goes on to say that financial and credit aid to localities which 
are unable to finance the necessary extensions is indicated. This 
matter of financing is indeed the crux of the problem. Writing on 
the subject of “Municipal Costs and Revenues,” * Isard and Coughlin 
put their finger on the problem when they say : 

Among the most urgent present-day social problems are those which concern 
our urban areas. Increasing traffic congestion, inadequate sewer and water 
facilities, mounting juvenile delinquency, and threatening financial insolvency 
are just a few of these * * * Caught in this chaotic net of problems are most 
smaller communities, particularly those peripheral to central cities. 

Identification of the crux of the problem is unfortunately simpler 
than its solution. It is one thing to say that “local authorities must 
extend public services”; it is another to put it into practice. 

Take, for example, the case of an established community whose 
as sewer and water facilities are hard pressed to handle existing 
oads let alone take on additional loads. If undeveloped land within 
the city limits is to be subdivided into building sites, it will not be a 
question of merely extending existing lines. It will be necessary to 
put in new and larger water mains all the way back to the water 
storage and to increase the size of the sewage treatment facilities. At 
present-day costs, the revenues from the additional customers will not 
always be sufficient to cover the added investment involved in the 
renovation and expansion of the existing facilities unless user charges 
or taxes are raised. What is more, the established residents in the 
community take a dim view of having their taxes or the charges for 
sewer and water raised to cover the costs of what they understandably 
are apt to regard as services to newcomers. Hence, rather than re- 
garding expansion costs of this kind as a community responsibility 
more and more cities are taking the view that the subdivider should 
pay for those facilities or portions thereof which can properly be 
considered to serve the subdivision he is building. 


1“Municipal Costs and Revenues Resulting From Community Growth,’ Walter Isard 
and Robert E. Conglin. Federal Reserve Bank of Boston and American Institute of 
Planners, Cambridge, Mass., 1957. 
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The extent of this trend is demonstrated by a survey among 
builders in various-sized cities conducted by the U rban Land Institute 
a few years ago.” 

(The table referred to follows:) 


Proportion of costs of various community facilities borne by builders in cities of 
50,000 or more 


[Percent] 


1950 | 1955 


| | 
| None | Total | All 


Water mains a5 18 | 38 100 | 60 | 1 
Sanitary sewers . 12 13 | 100 a 
Storm sewers. .-..- arta coal 5 10 | 26 100 

Street grading ekads ES 3 3 | 10 | 100 


tp 100 

| 100 

22 | 100 

o 100 
100 

| 100 
Wi 100 


Curbs and gutters eek a ~ 12 


100 79 
RRMMENAMR Seto 0 er a 4) 12 


100 | 86 | 


| 
| 
Street paving Saiiaeasdekda inci Sida 13 13 | 100 75 | 
| 


Mr. Asuigy. You will see that between 1950 and 1955 the propor- 
tion of community facilities that was provided entirely by the com- 
munity declined in all but two categories. Significantly it was water 
mains where the greatest drop occurred. So whether or not the local 
authorities ought to be bearing the cost as Professor Ratcliff suggests, 
the facts of the matter are that they are shifting the burden more and 
more over to the subdivider and hence in the last an: ilysis to the new 
home buyer. 

Then again you have the situation where local ordinances require 
community sewer and water facilities but where unincorporated fri a 
areas have no sewer and water systems of their own. In such area 
builders often have relied upon extensions of trunklines from ajdt 
cent large communities for these essential services. When these cen- 
tral city facilities are taxed to capacity understandably additional 
connections are denied. Here obvious the “local authorities” are most 
unlikely to be responsive to the argument that they should extend pub- 
lic services as fast as the demand dictates when that demand is out- 
side of their corporate jurisdiction. 

The picture is not entirely black, however. In many areas, large- 
scale professional land developers, do a completely adequate job of 
supplying builders with improved lots. In this connection I commend 
to your attention, « special land study reported in the February 1958 
issue of House and Home magazine. 

Ratcliff offers as another “remedy higher population densities for 
some groups through the use of row dwellings, multifamily structures 
and “patio houses.” He argues that they all contribute to greater 
efficiency in the utilization of public services and utilities. Here I 
fear that the problem is to convince the communities that such high- 
density land uses are desirable. Where existing community facilities ° 
are being used at or near capacity there is likely to be little receptivity 
to measures which on the face of them might increase the load. As 


2 “Utilities and Facilities for New Residential Developments,”’ Technical Bulletin No. 27, 
Urban Land Institute, Washington, D.C., 1955; and “Who Pays for Street and Utility 
Installation in New Residential Areas?’ Technical Bulletin No. 13, Urban Land Institute, 
Washington, D.C., 1950. 
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Beldon Schaffer has written in “Small Homes and Community 
Growth” * many communities are taking definite steps— 

to restrict residential land use by tightening subdivision regulations, upgrading 
existing zoning regulations or establishing new zoning regulations [because] 
they are concerned with the subsequent need for expanded community services 
which generally results in higher property rates and an increase in community 


debts. 

In other words, in their effort to avoid further aggravating their 
local community facilities problems many communities are moving 
toward lower rather than higher densities. 

Ratcliff goes on to propose what, in the long run I feel sure, will 
prove to hold the real key to our land problems and that is the inaugu- 
ration of — 
regional planning to determine the proper distribution of land uses, to establish 
a master plan and a schedule for the provision of all public services and to con- 
trol the location and timing of land development. 

Along with this he proposes establishment of metropolitanwide 
agencies responsible for community facilities such as water, sewer, 
schools, and highways. The need for such a broad-gauge attack on 
community problems is urgent and its ac omplishment. would be a 
giant step forward. To illustrate, the creation of a metropolitan sewer 
and water authority in the Detroit metropolitan area could consolidate 
under a single jurisdiction the activities now carried on in 105 jurisdic- 
tions. In Dayton, Ohio, metropolitanization of its sewer and water 
activities could reduce the number of sewer and water districts from 
86 to 1. Proportionate reductions in jurisdiction could be accom- 
plished in almost every other standard metropolitan area in the coun- 
try. In addition, such metropolitan authorities could in most cases 
embrace much of the unincorporated suburban fringe which is now 
in limbo. 

Finally, Ratcliff urges the encouragement of large-scale vertically 
integrated community and building enterprises. He argues, with 
validity, that large-scale tract builders can do a better job of land plan- 
ning and achieve production economies impossible to the smaller 
operator. This type of operation is, of course, only suitable for the 
larger population centers. In the smaller communities the small build- 
er will continue to dominate the scene. 

In any event, we must look forward to continued development of 
raw agricultural land in outer fringe areas, since the present intersti- 
tial areas are insufficient to accommodate the houses needed in the 
1960's. By and large it is only in these outlying portions of the 
metr opolitan areas that large tract builders can find the acreage needed 
for their scale of operations. Since such land is commonly. in unin- 
corporated territory, the likelihood of the existence of a local public 
body to assume responsibility for sewer and water facilities is often 
remote. The need for some sort of master plan becomes apparent, 
therefore, if we are to avoid further aggravation of the problem as 
indiv idual tract builders go their separate ways with respect to the 
provision of sewer and water facilities. 

Professor Ratcliff concludes his paper with a series of recommenda- 
tions for what he terms “Federal intervention,” although the context 


“Small Homes and Urban Growth,”’ Beldon Schaffer, Institute of Public Service, Unt- 
versity of Connecticut, Storrs, Conn., 1954. 
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of his recommendation suggests that what he has in mind more is 
really in the nature of assistance rather than interposition or interfer- 
ence. No doubt the fact that he has confined his suggestions to Fed- 
eral aid and has made no mention of possible State aid stems from the 
nature of the original inquiry from this committee which asked how 
“Federal programs should be supplemented or modified.” 

While the Federal Government has a deep concern with the Nation’s 
community facilities problem and must lend a hand in its solution, it 
seems abundantly clear to me that no amount of Federal aid can suc- 
cessfully do the job without active State and local assistance and par- 
ticipation. Actually in many areas where the problems are most 
acute there is no existing governmental subdivision that is either 
willing or able to avail itself of the types of assistance which might 
work toward a permanent solution. Consider, for example, the grow- 
ing number of places where subdividers have moved out beyond the 
corporate limits into unincorporated rural areas where no zoning 
exists and subdivision control is unknown. Not until after the dam- 
age has been done, health hazards created, and patchwork water and 
sewer systems put into operation does the area become sufficiently 
urbanized to become incorporated and assume governmental functions. 

Until local public bodies in these fringe rural areas take the initia- 
tive and assume responsibility, there is little that the Federal Govern- 
ment can do under its present programs. For example, all the various 
existing Federal aids in the community facilities field—the CFA pub- 
lic facilities loan program, its advance for public works planning, as 
well as URA title I loan assistance for development of open land pr 0)- 
ects and its section 701 grants for urban planning—all depend upon the 
existence of a local public body that is prepared to avail itself of them 
and which has the legal authority to apply for and accept Federal 
assistance. 

Ratcliff’s first recommendation for “Federal intervention” calls for 
adapting the “workable program” formula of the urban renewal pro- 
gram to require the adoption of a regional master plan a prerequisite 
for Federal aid in the community facilities field. He goes on to pro- 
pose that Federal financial assistance be provided for the preparation 
of these master plans. At the present time, Federal aid is available 
for planning under section 701 and can be used for metropolitan as 
well as individual community studies. 

Professor Ratcliff goes on to recommend that Community Facility 
Administration advances be limited to communities covered by a 
master plan. Desirable as this might be as an ultimate abies 
there are problems of timing and the: ability of many existing govern- 
ment jurisdictions, especially in rural areas, to develop such master 
plans. It is therefore a moot question as to how soon an all-encom- 
passing master plan requirement could be made effective. It might 
similarly prove impracticable to give effect to another one of Ratcliff’s 
recommendations, namely, that FHA arbitrarily— 
refuse to approve properties for mortgage insurance, where they are not served 
with essential public facilities or are not in an area covered by a regional master 
plan. 

Ratcliff’s proposal to broaden FHA insurance authorization to cover 
loans on small and temporary water and sewage systems is an interest- 
ing one. However, I would question the wisdom of encouraging 
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temporary systems. If Federal aid is to be given to the provision 
of private sewer and water systems should they not be permanent 
systems so designed and engineered as to be possible components in 
an areawide system when and if such aid is desirable? In fact, if the 
FHA is to broaden its insurance authority, convincing arguments can 
be advanced for moving boldly into the area of underwriting neigh- 
borhood loans which would cover the entire land development process 
including all the essential elements of a modern neighborhood. A self- 
supporting FHA mortgage insurance program for neighborhood 
development loans has been under study by the agency in recent 
months. It is the subject of a news report in the January 1959 issue 
of House and Home magazine. 

As I have suggested earlier, however, it seems to me wrong to be 
looking solely to the Federal Government for relief in this problem. 
At a time when there is so much concern over the question of Federal 
intervention into areas which it is felt are the primary concern of the 
States, it seems to me that the localities should be encouraged to look 
to their respective States for help. The States in turn should be en- 
couraged to assume some degree of responsibility. While I realize 
that the degree of assistance will obviously differ from State to State 
there are a few patterns emerging which deserve more widespread 
consideration than they are now getting. 

All the States, I believe, have one resource, the State health code, 
which could be put to good use to prevent the further multiplication 
of community facilities problems. Under the State health law, State 
health departments are charged with safeguarding the health of the 
people and are generally responsible for matters of sanitation, water 
pollution control, et cetera. Certainly establishing minimum cri- 
teria for sewer and water installations in new housing developments 
is well within the purview of a State health department. In fact, 
an aggressive State health department, working to prevent unsound 
sewer and water installations, might be able in the process to stimulate 
the interest of local public bodies in assuming the governmetnal func- 
tion now so sadly lacking in many of the peripheral areas. Once you 
get a Government entity to deal with, you have an important leg up on 
the matter of administering both State and Federal aids. Only a 
joint attack on the problem utilizing the resources of State as well 
as the Federal Government offers any hope in my judgment for 
getting this most perplexing dilemma under control. 

Senator SparkMan. Thank you, Mr. Ashley. 

Mr. Wehrly, will you make your presentation, please, sir? 


STATEMENT OF MAX S. WEHRLY, EXECUTIVE DIRECTOR, URBAN 
LAND INSTITUTE, WASHINGTON, D.C. 


Mr. Wenrty. Thank you, Mr. Chairman. 

IT am Max S. Wherly, executive director, Urban Land Institute. 

Urban Land Institute is an independent, nonprofit membership 
organization founded to promote the better planning and development 
of urban areas. The institute studies, analyzes, and reports on trends 
which influence the development and use of our land. I am appear- 
ing here today at the request of your committee. Mr. Chairman, I 
have a brief statement. 
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As was noted in my earlier statement,' there appear to be three major 
causes that lie at the bottom of our land and building site problem. 
Summarised, they are: The explosive postwar growth ‘of population ; 
the movement to the urbanized areas; and the pressures exerted on 
the urban fringe communities to provide utilities and facilities to the 
newly developed land subdivisions. 

Cities and their environs now cover approximately 115 million acres 
of land. This is almost 6 percent of the continental United States, 
and an increase of 0.7 percent since 1945, and the prospect in the 
next 20 years is one of continued urban growth. ae esti- 
mates of the Census Bureau indicate that by 1976 ee areas are 
likely to grow so that three-fourths of the total population will be 
urban. Hence, most. of the dwelling units projected for the 1960 
decade will be in the cities and in the urban fringe areas. 

To land developers this is a bright prospect, , but it also raises the 
specter of inadequate capital proper ly to manufacture the needed 
homesites. Present land development: costs are practically prohibi- 
tive unless the developer is independently wealthy or has very large 
sources of capital at his discretion, Recent estimates show that costs 
for preparing the land for building homes is at least $5,000 per acre, 
or in the case of a modest 100-acre tract, the cost inc luding the price 
of the land, is likely to be as much as $1 million or more. 

A recent study conducted in the Boston area, but applicable to most 
of the United States, analyzed lot sizes and agile ow that whereas 
the predominant lot size in the 1930’s was 4,000 to 6,000 square feet, 
since World War II the average house lot in new suburban areas 
has risen to around 10,000 square feet. For the future, all trends 
indicate a still larger amount of land in relation to the population 
for all types of urbanized uses. 

In an analysis of population growth and resulting land require- 
ments, Robinson Newcomb concluded that the demand will not average 
over 1 million dwelling units per year in the 1960 decade.‘ Homer 
Hoyt estimates this demand to be around 1 400,000 dwelling units per 
year.© If the present breakdown of pr ivate dwelling units remains 
at approximately 85 percent of the total number of dwelling starts, 
then using the above space demand for the 1960’s will yield an esti- 

mated demand of between 850,000 to 1,200,000 private dwelling units 
per year. If lot sizes remain at a 10 000 square foot average, this 
means these new private dwelling units will occupy approximately 
1,900,000 to 2,750,000 acres in the 1960 decade. To this must be added 
around 40 percent to include streets, recreational areas, school sites, 
etc., which would place the total acreage requirements in the magni- 
tude of 2,500,000 to 3,500,000 acres. If the development costs were to 
remain at the current minimum of about $5,000 per acre, then money 
needed for dev elopment purposes in the next decade would be in the 
vicinity of $1214 to.$1714 billion. Even this sum may be conservative 
considering inflation and rising costs of labor and materials. 

Still another significant monetary factor which may exert pressure 
on the land developer are the subdivision policies of local communities. 


*“Study of Mortgage Credit,’ Committee on Banking and Currency, Subcommittee on 
Housing, U.S. Senate, Dec. 22, 1958, p. 170. 

“The Challenge of Metropolitan Growth,” Urban Land, December 1958. 

3 Technical Bulletin 32, Urban Land Institute, July 1958. 

«Are Urban Land Pressures Easing?” Urban Land, May 1958. 

5 “Changing Patterns of Urban Growth, 1959-75,” Urban Land, May 1958. 
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In 1955, Urban Land Institute undertook a survey of subdivision 
requirements imposed by a number of communities.© Among the 
findings revealed by this study were: that more and more communities 
are using subdivision regulations as a device to secure the improve- 
ments needed for proper land development, but in most cases the 
regulations lack relation to a comprehensive plan; and, that the 
installations called for do not take into account an equitable arrange- 
ment for paying the cost of utilities, such as oversize water mains and 
sanitary sewers. 

A later study, compiled by the Tennessee State Planning Commis- 
sion, substantiated the findings of Urban Land Institute’s earlier 
study.” The Tennessee study found that most cities surveyed had 
subdivision regulations; that cities with adjacent unincorporated areas 
usually extended subdivision regulations beyond their corporate limits 
as a means of controlling fringe development; that the majority of 
the cities, however, lacked strong policies for acquisition of land for 
future parks, playgrounds and school sites; that most of the larger 
cities required the developer to install and pay for improvements 
in residential subdivisions, with only an occasional city reimbursing 
the developer for the costs of water and sewer mains larger than 
the immediate subdivider’s requirements. 

Certain items like street grading, paving, and water and sewerlines 
are expenses included in the transformation of raw land into finished 
house lots. These are utilities required for the business of land de- 
velopment. Other items like parks, schools, arterial streets, and 
public services are facilities for the benefit of the whole community. 
We consider these latter improvements a proper charge to be met or 
negotiated by the community at large, not by the immediate sub- 
division. Some cities try to impose fees to cover these costs under the 
guise of subdivision control. Recently, the courts of California * and 
Colorado® struck down the charging of fixed fees per lot to sub- 
dividers for school, park, or other special purposes as a condition for 
subdivision plat approval. 

No implication that subdivision ordinances are bad for the de- 
veloper per se is intended here. On the contrary, they are needed 
and are desired by all responsible developers. The point is that the 
ordinance should furnish guidelines for proper growth and develop- 
ment, and not be used as a revenue raiser, a device to avoid payment 
of proper community charges, or a vehicle to stymie growth. Proper 
land development benefits the builder and developer by helping to in- 
crease sales. It also benefits the home buyer by providing greater 
livability and creates high, long-term value which secure a mortgage 
lender’s equity and it ‘benefits the community by increasing and 
stabilizing the tax base. 

The Federal Housing Administration has done a good job along 
the lines of subdivision regulation with the tools it has had available. 
It reviews and gives advice on platting and has published an authori- 
tative document on the subject providing guiding principles for com- 
munities desirous of enacting good subdivision regulations.*° But 





® Technical Bulletin 27, Urban Land Institute, December 1955. 

‘“Subdivision Improvement Costs: Who Pays for What? A Summary of Dxisting 
Practices,” January 1958. 

* See news item, p. 5, Urban Land, May 1958. 

® See news item, p. 5, Urban Land, April 1958. 

10 “Suggested Land Subdivision Regulations,” FHA. 
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beyond these measures FHA does not have any effective control over 
the laxity or rigidity of any particular community’s enactment and 
administration of a subdivision ordinance. However, FHA does 
enforce minimum standards for home builders through the various 
guarantee mortgage financing programs. 

State and Federal laws now restrict credit to first mortgages on 
houses, forbidding loans by banks and savings and loan institutions 
for use in land purchase and development. Nevertheless, there are 
opportunities for land developers to borrow funds from a small- 
business "investment company (SBIC). The licensing of such com- 
panies under new Small Business Administration rules, authorized by 
Congress in 1958 allows loans to be made for real estate development 
as one form of investment. The future value of this program to de- 
velopers is not assessable as yet, for to date there have been only seven 
SBIC’s licensed by the Small Business Administration. 

This paradox where large sums of mortgage commitments are used 
to finance the building of homes, but not the development in which 
these homes must be placed, would not appear to be either sound plan- 
ning or good business management from the mortgage lender’s view- 
point. If the area in which these homes are built does not have the 
necessary utilities and community facilities, they will probably lose 
value and hence the mortgage lender’s equity will be affected. 

To compensate for this dichotomous treatment, the Congress might 
permit within the present lending and insuring structure of FHA 
at least the same recognition of all costs that go into the “manufac- 
ture” of the building site that has been extended to the house itself. 
This, in addition to easing the financial strain for mortgage money 
to developers, would be a strong influence upon communities’ to adopt 
and administer proper and equitable subdivision regulations. It 
should also encourage a more equitable arrangement in the distribution 
of land development and community costs on such utilities as over- 
sized water mains and sanitary sewers and similar features. 

Senator SparkMANn. Thank you, Mr. Wehrly. Do you have any 
comment on the statement made by Mr. Ashley ? 

Mr. Wenrty. It seemed to me as I listened that our statements run 
quite parallel in many respects, and I have no other comment except 
that I think we more or less agree without having consulted ahead of 
time. 

Senator SparKMAN. Do you agree with that statement, Mr. Ashley? 

Mr. Asuiey. I think that isa fairstatement. 

Senator SparKMAN. I thought they were rather parallel. 

Now let me ask you, Mr. Wehrly: Mr. Ashley made considerable 
reference to—in fact, he based his paper in large part upon—the paper 
submitted earlier by Mr. Ratcliff. Have you read Mr. Ratcliff’s 
paper ? 

Mr. Weurty. I am sorry to say that I have not. 

Senator SpaRKMAN. Have you a copy of the Study ? 


Mr. Weurty. I have a copy of the Study, but I have not been able 


to read all of it. 

Senator Sparkman. Look at page 168. You will find his recom- 
mendations. I believe these recommendations were discussed to 
some extent in Mr. Ashley’s presentation. 

Do you agree with the recommendations made there ? 
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Mr. Weurty. In connection with the encouragement to large-scale, 
vertically integrated communities and building enterprises ? 

Senator SparRKMAN. Page 168 right at the bottom. It starts off, 
“The Federal intervention.” He gives six recommendations. 

Mr. Weurty. Well, I would want to study this a little further be- 
fore commenting. 

Senator SpaRKMAN. I realize it is asking too much. 

Let me ask you both this: I think there is a great deal in what you 
say. I think the land problem has already become one of the great 
problems in connection with building new homes. I think your idea 
about regional planning and all of that is very good; certainly plan- 
ning that will not restrict itself just to the municipal, to the corpora- 
tion limits, but will get out in the outlying areas. A great many 
subdivisions are being opened up today, as both of you point out, in 
those areas out beyond where the city would ordinarily have jurisdic- 
tion. Therefore, we have to have a large area of planning than just 
the corporate limits. You speak of regional planning. 

The thought came to me: Where are you going to get these planners? 
There are not so many of them in the country, are there ? 

Mr. Wreurty. They seem to be in great demand right now. It has 
become a popular profession apparently. 

Senator SparRKMAN. Without many of them being available? As 
a matter of fact, there are not any very extensive facilities for training 
them, are there? 

Mr. Weurty. There are more and more universities throughout the 
country that are giving planning courses and also moving toward full 
degrees in undergraduate and graduate work, but you are quite right 
that the training facilities at the present time are inadequate for the 
demand that has developed for trained planning people. 

Senator SpaRKMAN. I know we have had pleas from many cities and 
towns and even counties for help in connection with obtaining city 
planners, engineers who were trained in this kind of work. 

My impression has been that the smaller cities and towns are pretty 
well left in the lurch, because the few that are available go to the 
larger cities that have big programs and can pay well. The smaller 
places are pretty well left out. 

Certainly as you drive around over the country and see the housing 
that is being built around the edges of so many of those towns and 
cities, you recognize right away the need of some kind of engineering 
planning. 

Ts that not true ? 

Mr. Wenrty. Yes, that is true. 

I might make this observation: That there are, I think, increasing 
numbers of men in the planning field—I know of a number—who 
are in private practice and trying to divide their time among the 
smaller communities you mentioned. 

Senator SparKMAN. Yes. I realize that there are some, but it is 
pretty much like getting doctors to practice in the rural areas. 

Mr. Wenrty. That is right. 

Senator SparKMAN. The better money is elsewhere. I do not know 
whether that is true or not. I do not know whether it needs to be 
true. It seems to me that a planner can have his firm have the smaller 
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towns as clients. It might bea very profitable undertaking and a very 
good one too. 

But certainly we are convinced that there is considerable need for 
more planners throughout the country. 

Would you agree with that, Mr. Ashley ? 

Mr. Asuury. Yes, sir. I think the important thing that you have 
hit on there is the fact that it is not necessary to have a full-time 
planner in many of these small places. | -erhaps this is one of the 
wrong alteys which some of these communities are going down—try- 
ing to attract a full-time planner when they do not have either the 
job of sufficient size or the financial resources to make it appealing. 

But they can, I think, avail themselves of one of the people that 
could come in, and in a comparatively short time do a planning job 
and give them enough to work on for some little time ahead. 

Senator SparkMAN. Yes. Lam sure that is true with some of them. 

Perhaps they are grasping a little beyond their reach for a full- 
time planner. 

And yet I am also convinced that many of them simply cannot find 
one even on a part-time basis. 

It would be interesting to know what the facts are, but I do not be- 
lieve there are too many firms throughout the country that do that 
business on a clientele basis such as that. 

Mr. Wenrty. I think that is right, Senator Sparkman. 

I would like to make this observation if I may: That, having been 
trained in the field myself, I think one of the biggest deficiencies in 
addition to lack of personnel is the lack of training the planner in 
understanding the economics of this whole preblem as against that 
of the physical and social aspects. And I would hope that’ anything 
that could be done to encourage a better understanding of the eco- 
nomic factors which are so important here would be done to help this 
situation. 

Senator SparKMAN. Yes, that certainly seems reasonable to me. 

By the way, I do not believe either one of you in your papers dis- 
cussed something we hear a good deal about, certainly in the areas 
where new housing subdivisions are going in. That is the matter of 

land speculation. 

Do you have any comment on that? Who are the apeoginnors! 
What is the speculation? What is happening in that field / 

Mr. Wenrty. I will comment on that. I have come to this view: 
Whereas in the 1920’s we might say the professional speculator was 
very much in the forefront, ‘I am inclined to feel that today land 
speculation is to a consider able extent among people who may have 
been holding land for some time without any ‘intention of developing, 
not as a professional speculator but simply wanting to ride out a good 
thing which they received as an inheritance or bought some time ago 
not knowing what they were going to do with it. 


It seems to me that there is beginning a trend to which Mr. Ashley: 


referred where the professional land developer is acquiring in a num- 
ber of cases now, and it seems to be growing, quite large acreages with 
the definite purpose of development. of those acreages ‘to the extent of 

2,000, 6,000, 10,000 acres or more. I think it is a healthy trend which, 
if a proper climate can be provided, can result for the first time I think 
in economically sound, realistic and realizable self-contained com- 
munities with land holdings large enough to realize that sort of thing 
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and thereby ease not only some of the problems we are talking about 
here but this terrific problem of transport which we are up against in 
every large metropolitan area today, in bringing employment and 
living closer together again, and the other facilities, which will avoid 
this tremendous surge of the morning and night in individually driven 
automobiles. 

Mr. Casu. I would like to ask both of you gentlemen to comment 
upon this, if you will: What could this subcommittee look forward 
to in the way of a burden upon the supply of credit which could be 
directly attributable to changes in prices of suitable building sites 
over the next 10 years? 

Mr. Asnuey. You are trying to get a quantitative answer to that? 

Mr. Casn. Yes. 

Could we expect that the demand upon the supply of credit will be 
greater because of land prices ? 

Mr. Asniry. Well, 1 think you can look at it this way: There is 
no question but what an increase in the cost of land reflects itself in an 
increase in the cost of the structure that is placed upon it. In fact, 
there is actually some leverage factor involved here. 

In other words, if the land goes up $100 it does not follow that the 
end product goes up $100. The house price goes up $100 plus some 
factor. 

Consequently, if the sort of shortage of developed sites that Ratcliff 
feared in his paper were to materialize, I think the answer would be 
that, given a certain volume of homebuilding, it would require more 
credit to finance it than would be the case if we can find ways of getting 
an adequate supply of developed sites so land prices do not continue 
to rise. 

Mr. Casn. Would you say that to the extent that community facili- 
ties, and the other things that you mentioned as necessary to make 
developed sites available, are not financed independently that the 
price pressure might be greater ? 

Mr. Asutey. I think the price pressure is greater if these things 
are not. done than if they are, because, obviously, there is a premium 
that can be commanded by developed lots in a shortage situation. 

Mr. Casu. Would you comment upon that, Mr. Wehrly ? 

Mr. Wenrty. I do not know that I would have anything to add 
except by way of a comment that was made to me not long ago men- 
tioning the geometric fact that area increases as the square of the 
distance from the center. Thus there should be no shortage of land. 
This community facilities factor is only one element in this, of course, 
you have accessibility, which may have a time factor to it, unbuild- 
able land, and all of these other things where, if we had no shortage of 
community facilities and sewers, we would still create in certain areas 
at least a premium on land which could be utilized effectively for this 
urban growth. 

Mr. Casu. Is there a rule of thumb representing the relationship 
between the cost of a developed site and the cost of the residential 
improvement ? 

Mr. Wenrty. You are thinking about the finished package, so to 
speak ? 

Mr. Casn. Yes. Is there some rule of thumb which would indicate 
that if land cost is so much, then improvement cost should be so much ? 
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Mr. Weurty. There was at one time what we thought was a ra- 
tional proportion which FHA had worked out during the war and 
right after it, but, the experience with that has shown that it is simply 
of no value today, that even as between the higher and lower cost 
houses you get wide variations where a formula really is not only 
meaningless but misleading. 

I might mention an extreme case, a piece of land I saw in Honolulu 
several years ago for single-family homes. The cost of the land, 


which was raw, except it had utilities near the borders which had to . 


be breught in, which was all hillside—and there is a premium value 
on land there, of course—was $1.10 a square foot, zoned for single- 
family homes on 5,000-square-foot lots. 

The cost of installing utilities was about $1 a square foot. 

That is $2.10 a square foot which brings the cost of the lot—not the 
price but the cost of the lot—somewhere around $10,000 or $11,000 for 
5,000 feet. 

The package sold for $25,000, and it was not a bad house at that. 

Now, where the builder was able to get his profit out of that and 
still afford to build a $25,000 package was hard to see. 

But that has been, I think, a trend although it would vary greatly. 
So that I would suggest you not try to tie down a eats of that 
kind. It could be very misleading. 

Mr. Asuxey. If you want to get some indication of what these rela- 
tionships have been, I would refer you to table III-45 in the FHA 1957 
Annual Report where you will see how the relationship of market price 
and site to the property valuation varies according to the price of the 
house. It ranges from houses with a valuation of less than $8,000, 
where the price of the site ran 12.5 percent of tlie property yaluation, 
to houses valued at over $25,000, the ratio being better than 17 percent. 
And, as you will see, this ratio runs right on up almost uninterruptedly 
as the property value rises. 

Mr. Casn. In the FHA “underwriting process is there a point at 
which a case would be rejected because the percentage is too high or 
are they flexible in that? 

Mr. Asuuey. There is no arbitrary rule by which they reject. I 
think circumstances might develop, of course, where they would reject 
on the ground that the relationship was out of line. 

Senator SparKMAN. Thank you very much, gentlemen. We appre- 
ciate the contribution that you have made. 

Next we have, on technological changes, Mr. Ralph J. Johnson, di- 
rector of the NAHB Research Institute, and Mr. George E. Price, pres- 
ident of the National Homes Corp. 

Will you gentlemen come around ? 

Allright, Mr. Johnson. You proceed with your question. 


STATEMENT OF RALPH J. JOHNSON, DIRECTOR, RESEARCH INSTI- 





TUTE, NATIONAL ASSOCIATION OF HOME BUILDERS, WASHING- . 


TON, D.C. 


Mr. Jounson. Mr. Chairman, Members of the Senate, my name is 
Ralph J. Johnson, and I am the director of the Research Institute of 
the National Association of Home Builders. Our offices are located 
in the National Housing Center, 1625 L Street. 
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In response to questions presented to me by your subcommittee and 
staff, I submitted a paper for the “Study of Mortgage Credit,” pub- 
lished by the committee on December 22, 1958. My brief was en- 
titled “Technological Changes in Residence Construction, 1961-70,” 
and appears at pages 130-142 of the Study. 

Incidentally, Senator Sparkman, I prepared a book for you and the 
committee members which contains a summary of several of the proj- 
ects of the NAHB Research Institute. 

Senator SparkMAN. I was just looking at it when you started to 
testify. 

Mr. Jounson. All right, sir. 

Senator SPARKMAN. It seems to be quite a job, and I appreciate it. 

Mr. Jonnson. As a matter of fact, we have two other things which 
we are going to add later. They did not get back from the printers 
intime. There are two booklets that describe the things we did in the 
two research houses we built this past year. 

Senator SPARKMAN. Fine. 

Mr. Jounson. I prepared the monograph and submitted it. For the 
purposes here today, if it is all right, I have a very brief summary of 
the rather longer statement which I would like to read. 

Senator SPARKMAN. You goright ahead. 

Mr. Jounson. Thank you, sir. 

It is clear to me and to the homebuilding industry that during the 
next 10 years America will see significant technological changes in 
the methods and materials used to build homes. It is not yet clear 
exactly to what extent these changes will come about or the order 
in which they will appear. Nevertheless, some of them are already 
upon the scene and others can be demonstrated in the form of new 
products and new methods which already are being tried on an 
experimental basis in various ways and in various places in the 
country. 

Senator, if I may, I brought a few samples of new products along 
today which I thought might interest you. 

This is a cross-section of the stressed-skin sandwich panel which 
was used in the research house in South Bend, Ind. It has a foamed- 
in-place polystyrene core and is fabricated by Koppers Co., Inc., of 
Pittsburgh. 

Senator SparKMAN. Is the core insulated ? 

Mr. Jounson. Yes, sir; the core provides excellent insulation and 
isa vapor barrier. It has structural properties, also. One of the very 

interesting things is that the heat bill in the South Bend research 
house is about half as much as we thought it was going to be. This we 
feel is due to the foam insulating core. : 

Here is a piece of nylon tubing. One of the advantages of this, of 
course, is faster installation time and reduction in site labor. 

This is a material similar to that used in an all-plastic plumbing 
system we have in the research house in Knoxville, Tenn. 

Senator SparKMaN. Is it durable? 

Mr. Jounson. Yes, sir; it is very durable. 

Here is an interesting coating on an ordinary piece of plywood. 
It has been very difficult to get a good finish for an exterior material 
and yet this you can scratch with a knife without damaging the surface. 

This is a new vinyl wall covering, an economical material we used 
in the research houses. It is washable, durable, and low in price. 
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There is a little piece of thin hardwood veneer which serves very 
well for a flooring material. Again, people like wood surfaces. Not 
everybody can afford the high-priced hardwood oak floors, so we have 
used these thinner stretched woods that serve very well. 

Here is some interesting material that we used to cover plywood. 
This is a new kind of plastic woven wall covering which is made by 
the Dow Chemical Co. It looks like it might be only a fifth the cost 
of standard wainscoting material, and it ‘Is very tough and water- 
proof and economical. 

Here is another vinyl plastic coating that is good for an exterior 
finish. This vinyl] tape joins pieces of. vinyl coated material by heat 
sealing. Again, the same kind of a coating on a piece of aluminum. 

We can now take wood and make it look like marble for a window 
sill at a much lower cost than the actual material. 

Here is a new material which we think is very interesting. This 
is a very durable material with melamine plastic faces bonded to both 
sides of an impregnated particle board. Housewives like this kind of 
surface because you can mark it up with a black crayon or a piece of 
lipstick or anything of that nature or you can even put lighter fluid 
on it and burn the fluid and all you have to do is take a cloth and w ipe 
itclean. Not amark remains. 

I think the interesting part of this is that it is as good as similar 
melamine materials, and 1 yet it costs much less. 

This means that a housewife can have a beautiful and durable sur- 
face material, with more than 200 colors and patterns. 

Senator SparKMAN. Could that be used for walls or 

Mr. Jounson. Yes and also for countertop materials in the kitchen, 
kitchen cabinets, bathtub enclosures, and so forth. 

I thought you might be interested in seeing some of these materials 
that have been dev eloped by progressive manufacturers and in many 
instances with the cooperation of the Research Institute. 

Senator Sparkman. We certainly are. I am glad to see more and 
more of this coming out, because I think if we are to control the price 
of housing—and I do not mean by that the use of arbitrary controls— 
I certainly think something ought to be done. It seems to me this is 
the way that may come about. 

Mr. Jounson. We think so too. 

It should be recognized that since World War IT there has been a 
very broad and basic change in the character of the home building 
industry. As compared with the generations of builders prior to the 
Second World War, today’s home “builders must literally become ex- 
perts in financing, land development, design, construction, and mer- 
chandising. Most new homes today are built on a “for sale” basis. 

Therefore, homebuilding has evolved from a craft to an industry. 
In many ways the builder today is a manufacturer. The use of com- 
ponent parts, automatic machinery and equipment, assembly-line prac- 
tices, and forward commitments on materials, design, finance and price, 
have today become an intimate part of the homebuilding or manu- 
facturing process. 

The objective of research as we conduct it at NAHB is to try to 
build a better quality house for a lower cost in all price brackets. 
We think anybody can build a better house if you give them your 
checkbook, but the job we believe is to try to improve the quality 




































and 
toh 

| 
tow 
hon 

I 
and 
are 
the 
to ] 
couW 
us \ 

I 
yar 
eed 

& 
as \ 
way 
wit! 

A 
enc 
For 
post 
the 
ine] 
to s 
fou 


STUDY OF MORTGAGE CREDIT 141 


and to lower the cost so that more Americans will have an opportunity 
to have better housing. 

I can report to you that substantial progress has been made already 
toward reducing construction costs and improving the quality of 
homes. 

In part, the changes which have taken place in the past dozen years 
and which will certainly continue to take place during the next decade 
are keyed to reducing the total amount of on-site labor, to increasing 
the use of component parts, to using materials more efficiently, and 
to improving production management engineering. Machinery, of 
course, Will be used increasingly, I feel sure, both to improve quality 
as well as tg increase efficiency of production. 

I should explain that what we call a “component” is merely a larger 
part of a house that fits together with other parts rather than a col- 
lection of small pieces which must be cut and fitted together on a site. 

Obviously, we are working toward reducing total construction time 
as well as cost. Indeed, for the builder, time is cost in a very real 
way. Today there are builders who are able to construct a house 
within 12 to 15 working days on a slab or foundation already in place. 

An illustration of recent progress is the methods which are in exist- 
ence today for combining the functions of material or equipment. 
For example, the exterior wall of a house traditionally has been com- 
posed of 12 to 14 layers of material. Yet, 2 years ago in Maryland 
the NAHB Research Institute built a home in which the exterior wall 
included only five field-applied “layers,” three of which 1 am sorry 
to say were paint coats. Last year we built two that had three and 
four field-applied layers, and two and three were paint coats. 

We still are searching for that one-coat paint system. It is almost 
like trying to catch lightning in a bottle. 

Let me mention to you other ways in which methods are being 
streamlined in building homes. An efficient builder today integrates 
the functions of his labor force with specially trained crews working 
in a logical sequence in the construction of a project. This is what 
we would call phase or stage construction and it has some very inter- 
esting potential economies. It is doing things the logical construction 
or engineering way rather than by the old craft methods. 

Whenever possible we use modular dimensioning so that component 
parts will all fit together with each other. This saves material, in- 
creases productivity, lowers construction time, and reduces wastage. 

Improved materials packaging and handling has contributed much 
in recent time and will continue to do so. I have already mentioned 
the increasing use of machinery and power tools, but also I should 
call your attention to the improved use of glues and adhesives to 
fasten the various parts of a house together. 

Improved metal fasteners and mechanical devices have also been 
demonstrated and have been used. 

During the next decade there will be a development of more inter- 
dependent structural systems permitting more economical use of ma- 
terials. This too will lead to component parts having multiple 
functions and mass constructed in factories. 

What I am saying here is that we are trying to use pieces of ma- 
terial more efficiently. 

For example, in the house we built in Knoxville, we used a struc- 
tural jamb and header on a window that served as the finished window 
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frame. It not only gave a more beautiful house it made it easier for 
the people to see outdoors and provided more livability for a lower 
cost. 

It is the business of making the parts that are used work to the 
ultimate limit, not beyond that, but within the realm of usual safety 
factors. 

Finally, in the past several years there has been a marked increase 
in research on products designed especially for the homebuilding 
industry, This has been the result, we think, of our program of 
liaison and consultative work with manufacturers wherein we work 
together to try to get products and materials designed especially for 
homebuilding. 

What we do is to try to put together what we know about home- 
building and what they know about their materials and machinery 
so that the products that result make better sense, are more useful 
and result in more functional use and lower cost in place. 

We have a lot of examples of those which we could mention. 

Senator SpaRKMAN. Right in that connection, how do you get these 
products?) Who makes them? Do the manufacturers? Or do you 
have somebody tied in with you on developing these different materials 
and so forth ? 

Mr. Jonnson. Well, many of these things and other things which 
we have used have come about as a direct result of what we call this 
manufacturer liaison program. Ourselves and the trustees of our 
Research Institute—who are selected builders, and in some instances 
also engineers or architects—sit down with the research and develop- 
ment people of the manufacturers and try to define what we feel are 
the materials and equipment which the homebuilder needs to build 
a better house for a lower cost. 

In the case of this woven plastic material we did not develop the 
material. This was done by Dow Chemical. They had the fiber 
and found that they could weave it, but they did not know what they 
could do with it in terms of houses. 

Well, when we studied the properties, when we talked about water- 
proofing coatings, when we talked about price, and whe we talked 
about durability, then we were able to specify, in effect, how this could 
be used in a house at an advantage to the homeowner. 

This has been done with literally dozens of corporations. It is a 
mutual kind of development program. It is the sort of thing that we 
think is needed both in terms of the manufacturers and the other 
segments of the homebuilding industry. We have Federal agencies, 
the design professions, the appraisers, the mortgage bankers, and other 
groups, rarely talking to each other on industry problems except in the 
conduct of a specific piece of business. 

This is one of the things we are trying to rectify with the National 
Housing Center and our own activities. 

Senator Sparkman. Yes. Thank you. 

Mr. Jounson. I stressed earlier that our aim is to improve the 
quality of a home as a place to live while trying to reduce its cost. 
We measure quality by three principal items—livability, comfort, and 
maintenance. 

Within this framework of quality, it is reasonable to expect, we be- 
lieve, that the unit cost of space will decline when measured against 
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fixed dollars and when compared to rising labor and materials costs. 
This, of course, does not mean that the total cost of housing will 
necessarily decline, but we think the cost per square foot may not 
increase, at least, if we are successful in research. 

In short, the future may well see more house, for the money than 
ever before, even though the price may be higher. 

There will be an increased use of maintenance-free materials of 


‘both a structural and finish type. I see no reversal of the current trend 


toward building in more mechanical equipment into the home. 

To date, however, there appears also to be no reversal in the trend 
toward increased cost of land and land development. This, of course, 
places an even greater pressure upon the results of research applied 
to the actual construction of a home. 

I was very interested in your questions about the cost of land and 
land development. This seems to be one of the real critical items. 

I would lke to comment, if I may, that perhaps one of the most 
significant aspects of this is the cost of the utility system and the need 
for tying the house to a whole complex of lines and pipes which stems 
from a central system. 

If we can make a real breakthrough in terms of releasing the house 
from the water pipe, the sewer pipe and from the energy source 
although the electrical line is really not very critical in this cost pic- 
ture—then we might expect to really have an answer to this ever- 
increasing price. 

In the homebuilding industry we have done and are doing many 
things to achieve our research objectives. Two years ago the NAHB 
Research Institute constructed an experimental home in Maryland. 
Last year we constructed two homes, one in South Bend, Ind., and 
one in Knoxville, Tenn. This year we are developing the design of 
two more research houses. Weare learning much from our experience. 

I am confident that more is being done today in the homebuilding 
and manufacturing industries toward research in housing construc- 
tion than has ever been the case in the past. To the extent that it is 
possible, the Federal agencies are keeping abreast of these develop- 
ments. There are, of course, outstanding unsolved problems in the 
field of building and related codes and with underwriting acceptance 
of new developments and designs. Some people just plain do not 
understand glue and adhesives or plastic pipes. They do not like 
something that is different. 

And to the degree that this is extended, this is a real deterrent to 
the rate of progress in the homebuilding field. 

Likewise, restrictive practices may be encountered from time to 
time and place to place with respect to the use of labor-saving devices 
and equipment. 

This is only a brief summary of the monograph presented previously 
to the committee and printed in the Study. However, I will be happy 
to answer questions which you may have and to be helpful to you 
at any time in the future in this field which is so close to my heart 
and so vital to the interests of the homebuilding industry and the 
country. 

Sometime in the future I hope to be able to invite the members 
of the committee to see a display of new products and materials at 
the National Housing Center or in the field at one of the experimental 
homes we have been building. 
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I thank you for the opportunity to appear and appreciate your 
interest in housing research. 

Thank you, sir. 

Senator SparkMAN. Thank you very much, Mr. Johnson. It was 
a very interesting presentation, and I hope that we may be able 
sometime to get down and see the work you are doing. 

Mr. Price, suppose we hear from you and then we will direct 
questions to both; to either or both. 


STATEMENT OF GEORGE PRICE, PRESIDENT, NATIONAL 
HOMES CORP., LAFAYETTE, IND. 


Mr. Price. Chairman Sparkman and the committee and the staff, 
I am George Price. I am the president of National Homes Corp. 

I want to take this opportunity to say I appreciate being here and 
being a part of what I think is really a big thing that you are doing 
in this committee, looking ahead to the decade of 1960 through 1970. 

I want to discuss with you the extent to which the technological 
advances can be expected to improve the quality of homes without 
increasing the unit cost. 

At the present time, we very firmly believe that the homebuilding 
industry is in the midst of a technologi¢al revolution. We think that 
the changes that are taking place go beyond the developments that 
might be norm: ully expected in the evolution of the industry. 

We think that very surely the industry is passing from the status 
of a craft. It is becoming an industry which, because of its large 
potential, has become a real giant. 

We think it is taking its place among the great industries that make 
up our entire economy. We think its rise can be just as important 
to the well-being of the country in the 1960’s as the car manufacturers 
and other industries were in the earlier decades of this century. 

What has caused this revolution? And, more importantly, what 
will be its effect upon.the Nation’s ability to satisfy the ever-increasing 
demand for homes ¢ 

These are questions that are closely related to the fundamental 
problem which concerns this committee. 

Let me say at this point that the chairman and the committee are 
really to be commended for digging into this, because we think we 
have to have housing plans for years ahead and not something we 
are just going piecemeal on, you might say, day by day. 

We think the mortgage financing has to be looked at in order to 
get the housing that the public is going to need. 

We are sure that you are well aware of the pressures that have been 
on the homebuilding industry because of this. And to only review 
it briefly, I would say that the return of the GI’s from the warfronts 
all over the world brought a great rush of Sean buyers right after 
the war. Then to meet this demand, builders had to forsake what 
had been their normal slow and tedious methods and find something 
that was faster. More and more they did turn to mass production 
methods that have given the country the automobiles and the appli- 


ances and everything that we are used to in our standard of living 
today. 
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Today home manufacturers are working in factories, and they have 
taken their place at the very beginning of the modern, mechanized 
assembly lines which end now at the building site. 

Builders began using finished components since the war instead 
of raw lumber that had to be sized, cut, and fitted right at the building 
site by a piece by piece and slow method. 

Quality control was no longer a matter of rule of thumb; it was 
a standard assured by repeated inspections which we get in all our 
manufacturing processes, automobiles and so forth. 

I think of utmost importance is the fact that all this could be 
achieved with speed, which up to then was almost unknown in the 
homebuilding industry. 

This meant right in the very beginning that a builder could build 
three houses as fast as he could previously build one, and the result 
of that is that you can have three families enjoying homeownership 
and living in comfort in place of one. 

The second great challenge of the postwar period came after the 
first surge of home buyers had passed and housing entered a buyer’s 
market. That was very definitely a change. This meant that home- 
builders must offer quality at a price that was not only competitive 
but within the financial means of the great mass of potential buyers. 
At the same time, they had to combat the spiraling costs of materials 
and labor which we have had year after year. 

The ability to produce in volume, achieved through technological 
advances, was the answer to this challenge. Through the mass pro- 
duction of houses, the finest of styling produced by the country’s lead- 
ing architects was brought within the reach of every home buyer, 
whether he was buying a $10,000 house or a $100,000 house. 

Each home has been built and equipped with brand-new materials, a 
standard of quality made possible by volume purchases and the dis- 
counts you get from purchasing on that basis. 

Greater mechanization lowered costs by increasing the productivity 
of workers. Research and development led to the introduction of new 
materials and better methods—all with the intent of improving qual- 
ity and controlling the cost. 

The success with which the housing industry has met these chal- 
lenges makes us very confident of the future of the housing industry. 
We feel sure that the industry will be able to produce in the volume 
demanded by the exploding population of our country in the 1960’s 
and we will be able to produce homes of good quality at a cost that will 
keep the great mass of American families in the market. 

Under these circumstances, it will be imperative that an expanded 
volume of mortgage credit be available during the next decade. 

Now let me explore with you some of the technological advances that 
we can expect in the next decade. 

The greatest challenge lies in our finding ways to produce more of 
the home in the factory. Under the controlled conditions that this 
permits, efficiency is increased, costs are cut, and quality is stand- 
ardized. 

We think that a very important breakthrough on this front was 
achieved during this year by our own company, and we worked in 
cooperation with the three major aluminum companies. We intro- 
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duced a complete line of homes with maintenance-free, bake-finished 
aluminum exteriors, as Mr. Johnson was showing you here. We 
brought out houses with a baked finish. We bake it in ovens, and 
you can put grease on it and wipe it off and it will not soak in. If 
you had painted panels you could not do that. You could bend it 
until the aluminum would break and the finish will not break. We 
know that finish will go on for 12 to 15 years. 

What we really brought out was a maintenance-free product, which 
we have, found the public certainly wants. In fact, we actually 
wrapped the house in aluminum: down to the place where we had the 
roof panels, sidewalls, fascia boards—in fact, everything you can 
see—of baked finish. We know it is going to look good for years 
and years and years to come. 

We recognize that this is just the first step in the right direction 
in which we must continue. 

We have done a lot of experimenting and researching on our own, 
and we personally feel that the panel Mr. Johnson showed you there, 
which we refer to as the sandwich panel system—we have done a lot 
of work on that—is one of the primary objectives for the load-bearing 
walls, using that type of foam and also other types of cores. We 
have used all different combinations for strength and performance 
and also for economy. 

From the development work we have done, we know that the econom- 
ics of the system will demand very high volume factory production 
of the components to make them economical to use. We have actual 
buildings now under actual existence. By doing that we are able to 
get into use 8-foot-wide sheet materials which have the inherent ad- 
vantages of jointing and prefinishing that will be very important in 
that system. 

I might add that our efforts are being directed at maintaining the 
traditional appearance of the interior surfaces though they. are pre- 
finished. We do not want it looking like an oddity but as you 
—" see a house, to look at and enjoy and think is a good-looking 

ome. 

The exterior materials will tend toward extremely low-maintenance 
surfaces with integral patterns and colors that are pleasing. 

We anticipate that the use of the same basic methods and mate- 
rials, but of lesser cross-sectional area, as you have seen, will occur 
in nonbearing partitions. 

I might add we expect this to develop as a practical and economical 
system sooner than the exterior walls. 

Prefinishing and 8-foot-wide materials will be of equal importance 
in this application. 

At this point, I think that a brief report on our experience with 
aluminum might be of interest to the committee. When we intro- 
duced this aluminum line of homes with baked finish January 1, a 
lot of people thought we were going clear overboard and wondered 
what the results would be. Today we have more sales ahead than 
we ever have had in our lives, and over 50 percent of the buyers 
bought the homes with a baked aluminum finish. 

In questioning as to why they bought it, we found it was because 
of the maintenance-free quality of the aluminum. They are trying 
to find something so they do not have to spend much money every 
year on maintenance. 
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Actually until this time aluminum of that type was probably avail- 
able for existing houses, but it never had been brought out in new 
houses. 

We think of equal or probably more importance is the fact we 
did this and brought it out with no premium in price over, say, brick, 
redwood siding, or similar exterior surfaces that are normally used on 
buildings. 

I think these are the major areas in which I feel that we may rea- 
sonably expect the most important technological advances in the next 
decade. 

I would like to discuss some other areas where research and de- 
velopment are most likely to produce technological advances of real 
importance. These have been treated in detail in the monograph 
vee I have filed with the committee, so I will only touch upon them 

riefly. 

I think it is only fair to say this technological progress will be 
closely linked to the expansion of the home manufacturing industry. 
This is true, I believe, because our industry has a great potential for 
advanced production techniques, and it also has the ability to pro- 
rate research and development costs over a large volume of homes. 

Technical advances will be marked, a I have suggested, by a greater 
degree of prefabrication in the factory, by an increase in the number 
of builders using prefabricated components, and the competition 
among building material suppliers to market products aimed more 
directly at specific end uses. 

In other words, you were talking about why the manufacturer has 
done things. Today we find that they are all very cooperative. They 
are trying to find out what we want, and they are striving and work- 
ing hard to produce the product we want for a particular use and not 
saying, “Here is what we have. How can you use it? Or forget 
about it ?” 

The major areas of technological advance we feel will be the 
following: 

FOUNDATIONS 


We think there will be a major effort to reduce foundation costs, 
and this will probably be most likely renewed emphasis on the float- 
ing slab, which would do a lot to reduce cost and yet maintain quality. 
The success of this effort will depend upon the development of practi- 
cal criteria for evaluating frost heave in soil or upon the economical 
reinforcement of concrete beyond that presently known to resist dif- 
ferential movements within the foundation system. 


CEILING AND ROOF-FRAMING SYSTEMS 


Truss construction we think will be the standard method in the next 
decade. We think wood will maintain its dominant position in the 
field, but increased emphasis on engineered construction will produce 
a greater demand for stress-grade materials. 

Prefabricated trusses will certainly be one of the components uti- 
lized by all volume builders. Improved connecting devices for wood 
will parallel this development, and high-volume, economical produc- 
tion of trusses will place a premium on dimensional stability and con- 
trolled moisture content of the wood. Because of the economic dis- 
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advantages of the duplicate structural skins, sandwich panel con- 
struction will be limited to flat-roof or sloping-ceiling framing systems. 

We think there will be advances in roofing systems. Roofing sys- 
tems will tend toward large sheets of a single material, or of several 
laminated materials, serving simultaneously the function of sheathing 
and roofing. In our own aluminum house we brought out this year we 
had aluminum that served as roofing and sheathing and using one 
piece instead of many. 

We think also there is possibility for improved economics in 
sprayed-on coatings over conventional sheathing materials. 

In either case, improved durability and lower maintenance will be 
a prerequisite for the success of these systems in competition with the 
more conventional methods. 

We think there will be advances in insulation. The current insula- 
tion materials for walls will not be required in combination with the 
sandwich panels previously described, and as you saw here, which have 
their own insulating qualities, but we think that they will maintain 
their position in ceiling application in combination with trusses. 

Should the Sasoeynem act wood frame wall remain a dominant 
system, increased labor and handling costs, plus expected technological 
advances in reducing the density of foamed plastics, will be likely to 
produce a change toward “foamed in place” insulation as a factory 
operation, where you actually just spray it and the foam comes out 
of the spray. 

We think there will be a lot of advance in vapor barriers. Coatings 
developed for the prefinishing of interior surfaces, as you have seen 
here, will undoubtedly incorporate equal or improved vapor trans- 
mission resistance and will provide this feature more economically 
than that we presently use. 

We think we will find a lot of changes in electrical wiring. Surface- 
applied wiring systems combined, for economic reasons, with trim 
sections or heat clistribution systems may be a necessary development 
for the success of sandwich panel construction that we think we see 
coming in the future. 

We think there will be advances in plumbing. A competitive situ- 
ation between the traditional plumbing materials and the more recent 
materials that you have seen here will develop with the opportunities 
for greater prefabrication favoring the newer materials. Progress, 
the standardization and modernization of plumbing codes, will deter- 
mine the degree to which the newer materials succeed. 

We look for « lot of progress in heating and advance technically. 
The great disadvantage of solar heat for residential heating will be 
overcome through improvement in the chemical storage of heat or 
equally as likely through ingenuity and inventiveness in the design 
of the storage and distribution system. 

Following are the general recommendations as to how we think the 

Federal Government might participate to encourage these develop- 
ments. 
_ We feel a stable housing market is basic to long-range research 
investments within the industry. We feel that fluctuation of interest 
in housing research has the effect of reducing trained personnel and 
adequate facilities. 


In other words, if it is going up, then we are going to lose the per- 
sonnel for that research that we need. 
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We think that few performance criteria exist today for the evalu- 
ation of new methods, especially where these incorporate a variety of 
functions in a single construction. We think there is a need for review 
and revision of existing criteria for each function and an overall 
rating system must be devised. 

We think that one of the very important things that has to be done 
is Federal sponsorship of research through established universities 
and research organizations. The industry research effort in individual 
materials and in assemblies of materials will benefit from such work 
and from the more accurate standards that they might be expected 
to produce. 

An effort should be made toward standardization of both perform- 
ance and specification requirements and ideally this should extend to 
all Federal agencies and at all levels. 

{ think that probably the biggest key to what we could hope for is 
that there has to be an incentive that is maintained for inventiveness, 
for ingenuity, and for production efficiency within the industry. 

Actually in the face of the things that Mr. Johnson showed you up 
here, and I am using the tricks out of his bag, these are penalized 
when they are brou cht out by everybody, because they say, “That is 
new. That has not been used. Use it a few years and come back.” 
All that does is suppress and knock down the advances that should 
be expected and wil made. 

We feel there has to be some incentive instead of penalty in valuation 
to get out more of these things to make for more quality. Actually 
competitive pressures within the industry may be relied upon to main- 
tain an equitable relation between cost and sales price. 

Summing up, let me once again express my confidence in the ability 
of the homebuilding industry to meet the challenges of the 1960's. 
I feel sure that we will be able to produce homes in sufficient volume 
to fulfill the demand of America’s great and growing population, 
and we will be able to do so at costs that will keep the purchase of a 
home within the means of the great mass of American families. 

This means that provision must be made for an expanding demand 
for mortgage money to finance the purchase of these homes. For all 
that we can accomplish as an industry will not be enough if financing 
is not available to help these families with perhaps the largest single 
investment of their lives. 

Thank you, Mr. Chairman. 

Senator SparKMAN. Thank you, Mr. Price. I must answer a tele- 
phone call. Mr. Cash has some questions to ask, and I will be right 
back. 

Mr. Casu. Mr. Price, would you agree with Mr. Johnson that 
technological advances may result in cost savings which would to some 
extent, or perhaps completely, might offset price pressures that come 
from other sources ? 

Mr. Price: I very definitely do. You might have taken the last 
thing I said as not sounding that way. 

I feel the advances will reduce the costs. We perhaps will be able 
not to cut the costs but will be able to maintain the price with more 
quality. 

But there has to be an incentive to bring more of this out. It cannot 
be killed right at the very beginning by penalizing it because it is 
something new. 
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Mr. Casu. What do you refer to specifically, when you talk about 
incentive being penalized in valuation? Are you speaking of the 
attitude of the Federal agencies? Of the lenders? 

Mr. Price. It can be everybody. That is why I think there has to 
be some method set up so they have someone to evaluate things so 
that people do not have to say, “That is something new. We cannot 
tell until we have tried it for several years. Come back.” 

For instance, the sandwich panel we think is good. We have build- 
ings that are built today with all different types of core. There is no 
structural frame. We have a baked-finish Llealevaieh on the interior 
and on the outside for the surface. It is all an integral part. But we 
scare most people to death when we come out with that. They say, 
“How long have you been building with this?” 

We say, “It has just come out of research.” 

“How do you know how long it is going to last?” they say. “I 
would not want to go very far on that. Let someone else try it first.” 

Mr. Casu. Who says that ? 

Mr. Price. It can be many people. It can be codes. It can be lend- 
ing institutions, or Federal agencies. It is almost everybody we come 
in contact with. 

For instance, we can talk about plastic pipe. Plastic pipe I think 
has lots and lots of possibilities, but it has a real rough road ahead. 
First, we'are going to find a lot of time codes will knock it out. I 
think we will find with FHA and VA we will have some problems, 
We might find some in lending institutions themselves. 

But usually we are able to, probably, take it time by time and piece 
by piece and try to sell it. 

In other words, that discourages people from bringing out things 
that in the end can be useful. 

Mr. Casu. Do you find what you could characterize as a progressive 
attitude on the part of Federal agencies—for example, the FHA and 
VA? 

Mr. Price. I think so. I cannot criticize anybody. I am saying 
everyone has to look in this direction. Everything that is new is not 
good. I would be the first to admit that. But they have to stop and 
listen and look to what is good, because each one is a step toward 
something greater in the end. 

There has to be a system set up so they can measure and evaluate 
and not say, “We do not have anything.” They do not really have 
er so they almost have to wait for us to get some experience 
on this. 

Mr. Casx. Do you think it would be helpful if FHA had enabling 
legislation that specifically directed them to take a chance, so to speak, 
up to some stated volume, on some of these new products that they 
might not otherwise consider to be acceptable risks as a general thing? 

Would that do any good ? 

Mr. Price. Possibly. But I think that should be tied into our rec- _ 
ommendation for more research through universities and research 
organizations. In that way FHA would have something on which 
to base a decision. 

I am only using them as one example; there are many involved 
here. But if the research organizations and universities have run 
tests and come back and they say, “We found that this has certain 
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qualities; we think this has benefits,” that certainly is going to have 
a lot more strength than if George Price says, “I think this is going to 
be good.” Ithink that is only natural. 

Mr. Casu. Do you find that the influence of the FHA minimum 
requirements is observed in the mind of the conventional lender? 
Does he tend to use those standards to measure what is acceptable to 
him, so that what the FHA might do is influential far beyond the 
extent of their participation in new construction ¢ 

Mr. Price. I am sure it has a lot of effect. Certainly it does. I 
do not know how much, but it has a lot of effect. 

Mr. Casu. That is all I have. 

Mr. Price. We have been talking about the FHA. It was not my 
intention to single out one agency. I am talking actually as much 
about the lending institutions, the codes, municipalities that have 
specification codes and not performance codes. I am looking at the 
overall, not at any one thing here. 

But everyone has to look at something that comes out new rather 
than saying, “Well, it is new and we do not want to try it.” 

Senator Sparkman. It is true, is it not, though, that if FHA will 
approve of a new product it is much easier to get by the codes? 

Mr. Price. That is true. 

Senator SparKMAN. In other words, FHA’s approval is almost the 
key; is it not? 

Mr. Price. It is certainly a big part. 

Senator Sparkman. FHA and VA? 

Mr. Price. Yes. When their technical departments have put their 
stamp of approval on a new product, that is a big assist. I do not 
care where you go. Some towns will say, “We do not care what they 
do.” But I will say in our 36-State operation that FHA approval 
is very important. 

Senator SparkMAN. I want to say this: Both of you have pre- 
sented most encouraging papers. You have given us a demonstration 
of something that has long been needed in this field. 

You may recall that in 1949 in the Housing Act we set up a division 
within HHFA for research. Unfortunately, it never got anywhere 
and finally in 1954 I believe it was repealed, taken out altogether. 

Both of you in your papers recommended that the Government itself 
sponsor a research program. Do you not believe that through a Gov- 
ernment program there could be evolved a satisfactory system of test- 
ing these new materials regardless of who developed them ? 

Mr. Price. That is right, establishing measures and methods and 
criteria. 

Senator Sparkman. You do believe the research and development 
that private industry does should be encouraged ? 

Mr. Price. Oh, yes. 

Senator SparkMAN. But that there should be some way of the 
Government knowing about that and being able to satisfy itself as to 
whether or not it was desirable? 

Mr. Price. That is right. 

_ Mr. Jounson. Senator, I think there is one key here that is very 
important as we see it. 

We think that the homebuilding industry lacks a body of scientific 
knowledge. We are trying to do something about changing that. 
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This is a very difficult area in which to obtain facts. And I think 
that organizations like the Bureau of Standards and the Forest Prod- 
ucts Laboratory and the Senator Taft Center in Cincinnati, agencies 
of the Federal Government that engage in factfinding, are excellent. 
Our problem is a plethora of opinions. Everybody has an opinion 
about how wide a board ought to be or how thick a foundation ought 
to be or whether it is or it is not good enough or strong enough or will 
or will not last long enough. We have got more opinions than there 
are houses. . 

Senator: SparkMAN. Whether a half-inch board will satisfy the 
specifications of a five-eighths ? 

Mr. Jounson. Yes. 

Senator SparkMAN. You remember our tussle over that, do you not? 

Mr. Jonnson. Yes, I do, sir. 

I think one of the keys here is that activities must be related to the 
documenting of facts, the finding out of new information, the develop- 
ment of performance standards, the development of methods, of rec- 
ognized methods, and of standards for testing. 

For example, it is not possible to define, in an engineering sense, the 
footing of a house. You can design the footing of a 400-foot brid 
or a 40-story building, because there are recognized standards. The 
reason you cannot design a footing for a house is that there is no 
accepted standard method for determining the bearing capacity of 
soils for light loads. 

Now, what this really means is about a $100 saving in a small house. 

In the research house we built in Knoxville, for example, we had the 
bearing capacity of the soil determined. Had we had to justify this 
in nonscientific realms, maybe in the courts, we might have been in- 
volved in some discussion. We determined the capacity to our satis- 
faction and to the satisfaction of the soil mechanics people engineers 
and professors who know this field. And, as a result, instead of the 
footing being 16 inches wide it was 6 inches wide. And in a 1,050- 
square-foot house this was a saving of about $100. 

Senator Sparkman. I think you have made considerable headway. 
As I said, we wrote into the 1949 act a requirement for research to be 
carried on within the HHFA. That was repealed, if I remember cor- 
rectly, in 1954. 

Two or three times we have written in something to provide just 
a minimum amount for research for farm housing, a field in which it is 
totally lacking. 

We have had tremendous difficulty getting cooperation in that small 
program. 

In 1949 this subcommittee went to visit the Scandinavian countries, 
England, and Holland, for the purpose of studying their housing pro- 
grams with particular reference to cooperative housing. At Rotter- 
dam I saw this center which was run, by the way, as a private under- 
taking. It does a thorough and complete research job not only in the 
building of houses, new materials, and all of those things, but in city © 
planning and everything. 

I found out they were doing jobs under contract for many cities 
throughout Europe in addition to the research work they were doing 
in the field of housing. 
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I remember I came back and in the next hearings before our commit- 
tee I strongly urged the building industry to look that center over. I 
thought it might well be emulated in this country. Later on industry 
representatives made a trip over there and did see it. Out of their trip 
came the Housing Center that we have today. 

I hope you will continue to develop that work and research. 

Would it be possible for you to give us an estimate as to how much 
saving might be effectuated in the future by these developments that 
you have been talking about? Would you just hazard a guess either 
dollarwise or percentagewise ? 

Mr. Price. That isa hard one. 

Senator SparKMAN. I realize it is, because there are other factors 
concerned. 

Mr. Price. I go back again to the baked-finish aluminum where we 
actually apply it on the panels. It is a whole wall. We would nor- 
mally ship out a panel or build it conventionally and put on some type 
of siding and paint it, and within about 3 years we would expect to re- 
paint. What we are doing, instead of cutting the cost of this finished 
panel, and I would not venture to say that that would be done, is pro- 
viding a good finish that will last for from 12 to 15 years, we know. 
So the saving is not there directly in the price. We brought it out at 
the same price ; not an increased price. 

There are a lot of these things we are doing. Talking about the 
finish that we saw for the counter tops, we are now producing all in- 
terior doors with that type of finish, all the trim work, at no increased 
price. I mean we are striving in many cases I think to bring out a 
quality product and yet not have to increase the price. 

We have demonstrations, and hundreds and thousands of people 
come. We have people take crayons and write all through the house 
all over on the doors and then take a rag and wipe it off, and we say, 
“Don’t go home and do that to your painted job.” Think what young 
children do. It is fine when you can take a rag and wipe dirt off. It 
used to be a pretty serious situation. 

I think there will be savings. But to give you a guess, I am not good 
enough to doit. Maybe Mr. Johnson could tell you. 

Senator SparKMAN. Before he does let me say this. Some of the 
materials that you have talked about certainly would effect a saving 
in cost. 

Mr. Price. Oh, they will. 

Senator Sparkman. And, furthermore, these panel constructions 
I presume would cut down labor costs ? 

Mr. Price. They will. And we know we have to get volume to go 
on and produce those. Also, we have to have acceptance before we get 
that volume. » fol ise: 

I do not know whether we can say we are going to have it right in 
the next decade that we are talking about, whether we can expect cost 
savings of 5 or 10 percent. That would not be the ultimate, but we can 
strive. Sometimes we look too far for savings. 

Mr. Johnson referred to foundations. We have not used the float- 
ing slab because the floating slab is not really something that is ac- 
ceptable today under Federal standards. We have used something 
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that is acceptable called the grade beam and pier. We have found 
one State, through FHA or VA, has found it acceptable, where they 
had soil analysis, and right across the State line another State official 
would say, “We are not set up personnelwise. You go ahead and put in 
footings. We have always used those and we know those are good.” 

The grade beam and pier might run $150 to $175 less. They look at 
that and say, “That is not very much.” But you do not get a $1,000 sav- 
ing in one piece. You get it $1, $5, $10, $100 at a ‘time. That is 
why each one 1s so impor tant, and that is w hy each new item used does 
not mean so much in itself. What we do is save $5 or $10. 

That attitude of forbidding item use has to be changed. 

Senator SparKMAN. Do-you want to add something, Mr. Johnson ? 

Mr. Jounson. We used the grade beam and pier system in the re- 
search house in South Bend and other places. I think, being honest, 
it is impossible to state a figure as to what this price reduction will 
amount to. I think it is reasonable, and I tried to use this kind of 
language in the monograph statement, to project this on a rational 
basis rather than to give the impression of erystal-ball gazing. On 
the basis of what has taken place, I think it is reason: able to expect 
that in terms of today’s dollars and today’s labor and materials 
prices—and beyond that we are only. really guessing—that we can 
possibly increase space up to 20 percent 10 years from today. This 
will be true only if we are allowed to put into practice the results 
of research. 

The cost breakthrough on the land will come when we can free 
the house of the sewerline and water pipes, and I think this is con- 
ceivable not by 1970 but maybe 25 years from now. It will take water 
from the air and the energy from the sun. I think this is: beyond 
the “dreaming” stage, but I would not say it is going to happen in 
the next 10 years. Lam pretty sure it will not. 

Senator Sparkman. Senator Muskie, we have had two very fine 
papers. 

Senator Muskie. I know. Iam sorry I could not be here to listen 
to them. 

Senator Sparkman. In fact, we have had four during the afternoon 
and four this morning. 

Senator Muskie. I will have to do some hard reading to get over 
the ground you covered. 

I would not presume to ask questions that might simply replow 
ground you have covered. However, I am curious and I have one 
question that is partly facetious and partly serious. I have been down 
in your center, and I will be frank to say I would not dare expose my 


wife to the exciting new developments you exhibit down there. T 
could not afford it. 


Mr. Jounson. To the housing center? 

Senator Muskie. Yes. The ¢ question I ask is this: You are moving 
ahead very fast with new developments, new materials, and new 
designs. Are you not going to stimulate appetites, which is going 
to tend to speed up the obsolescence of existing housing and magnify 
the problem that we are going to be confronted with in the 1960's? 

Mr. Price. Do you buy, a new car because the other one will not 
run or just because you Ww ant a new car? 
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Senator Muskie. Because I want a new car. 

Senator Sparkman. And when his wife insists it is time to get one. 

Mr. Price. I think that is desirable in houses too. 

Senator SparkMAN. Thank you very much. Your papers have 
been stimulating. 

The committee will stand in recess until 10 o’clock tomorrow. At 
that time we will meet at this same place. 

(Whereupon, at 3:55 p.m., the subcommittee was recessed, to be 
reconvened at 10 a.m., Wednesday, May 20, 1959.) 
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WEDNESDAY, MAY 20, 1959 
U.S. Senate, 


Commitrer ON BANKING AND CURRENCY, 
SuBCOMMITTEE ON Hovusrne, 
Washington, D.C. 

The subcommittee met, pursuant to recess in room 5302, New Senate 
Office Building, at 10:10 a.m., Senator Edmund S. Muskie presiding. 

Present: Senators Proxmire, Muskie, and Capehart. 

Senator Muskie. The hearing will come to order. 

We will continue the hearings which were begun last Thursday and 
which are concerned with the supply and distribution of home mort- 
gage credit during the 1960's. 

Our first witness this morning will be Mr. Warren L. Smith, visiting 
lecturer on economics, Harvard University, who will discuss the effects 
of monetary policy on this problem. 

Mr. Smith, would you come forward, please ? 

_ It is a pleasure to welcome you this morning. We appreciate your 
interest in coming. 

I wish you would at the outset, Mr. Smith, tell us something of your 
background for the record. 





STATEMENT OF WARREN L. SMITH, UNIVERSITY OF MICHIGAN 
AND HARVARD UNIVERSITY 






Mr. Smiru. I am associate professor of economics at the University 
of Michigan, and this year I am a visiting lecturer at Harvard, on 
leave from the University of Michigan. 

I took my Ph, D. in economics at the University of Michigan in 
1952. I have taught at the University of Virginia and at Ohio State 
University in addition to Michigan. 

Senator Muskie. Thank you very much. 

Mr. Smiru. I have a statement here. Shall I read this statement I 
have prepared ? 

Senator Muskie. You might not need to for Senator Capehart’s 
benefit, but since I am in the business of learning about monetary policy 
and these other technical subjects I would appreciate it. 

Mr. Smiru. Allright. I will read it. 

While the level of housing construction since World War IT has, in 
general, been high by past standards—averaging 1.1 million starts per 
year for the decade 1948-57—it has also exhibited very substantial 
fluctuations from year to year. Housing starts increased by 37 percent 
from 1949 to 1950, dropped by 25 percent from 1950 to 1951, rose by 13 
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percent from 1953 to 1954 and by a further 9 percent from 1954 to 1955, 
and fell by 17 percent from 1955 to 1956. 

The volume of residential construction valued at constant prices 
has behaved in much the same way as housing starts, although the 
fluctuations have been less severe. Total outlays for new construction 
have not shown the same instability as the ‘residential component, 
having increased almost continuously. 

In general, the fluctuations in residential construction have followed 
a contracyclical pattern. In the recessions of 1949 and 1953-54, 
housing starts picked up, and the momentum thus generated carried 
over in the form of very high levels of construction in 1950 and 1955. 
As inflationary presures developed, measures taken to counteract these 
pressures produced cutbacks in residential building in 1951-52 and in 
1956-57. However, both the forces producing the initial expansion 
and the means by which restrictive policies produe ed a cutback were 
different in the 1949-52 period and the 1953-57 period. 

The immediate postwar expansion in residential construction cul- 
minating in the record year 1950, in which housing starts totaled 1.35 
million, was clearly due primarily to the high rate of household for- 
mation, the large accumulation of unhoused families, the rapid in- 
crease in incomes, and the availability of large and w idely distributed 
liquid assets. However, mortgage market “developmenis, including 
the relaxation of credit terms in the Housing Acts of 1948 and 1950, 
the heavy support operations of FNMA, and the general decline of 
interest rates in 1949-50, undoubtedly served to accentuate the boom. 

A number of factors help to explain the decline between 1950 and 
1951. The real forces supporting the demand for houses weakened 
somewhat. The number of households formed fell by nearly 300,000, 
and the backlog of unhoused families was reduced. Real per capita 
disposable income, after rising sharply in 1950, declined somewhat in 
1951, and liquid asset holdings were smaller due in part: to use of 
substantial amounts of these assets to make downpayments on houses 
in 1950. In addition, the selective credit controls of regulation X and 
companion measures, adopted during the Korean emergency, resulted 
in somewhat higher downpayments and shorter mortgage maturities. 
Finally, the rise in interest rates which occurred after the Treasury- 
Federal Reserve accord of March 1951 undoubtedly impinged upon 
the supply of mortgage funds. 

By 1953, nearly all of the controls imposed by regulation X and 
companion measures had been removed. Since ‘that, time, we have 
relied in the main on general monetary controls applied by the Federal 
Reserve System to regulate credit in general, including the use of 
credit to finance residential construction. However, general credit 
controls have been supplemented to a limited extent by selective ad- 
justments in credit terms and interest rate ceilings by the FHA and 
VA, and, of course, changes in housing legislation have also had 
important effects at times. 

Residential building experienced a rapid expansion in 1954 and 
1955. Housing starts in 1955 were nearly as high as in the peak year 
1950, and the volume of construction was 17 percent higher. Finan- 
cial factors seem to have had a great deal of influence in producing 
the 1954-55 housing boom. The real forces supporting housing de- 
mand were very much weaker than at the time of the earlier boom 
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in 1950. Household formation in 1955 was actually lower than in 
1952 and 1953 and about 750,000 below the 1950 leak The backlog 
of unhoused families was about 700,000 lower in 1955 than in 1950, 
and the liquidity position of households was less favorable. 

The Housing Act of 1954 contributed to the expansion by lowering 
downpayment requirements for FHA-insured mortgages, raising per- 
missible maturities, and increasing the maximum size of loans. How- 
ever, the FHA program made only a small contribution to the boom; 
very nearly the entire increase in housing starts between 1953 and 
1955 is accounted for by VA-financed units. fasing of credit terms 
was an important factor—no-downpayment loans under the VA pro- 
gram grew from 11 percent of the total in 1953 to 48 percent in 1955, 
and 30- year loans expanded from 5 percent of the total in 1953 to 44 
percent in 1955. The rapid expansion of VA-insured lending was 
also due to changes in the available supply of funds. This was partly 
attributable to the rise in the VA interest rate from 4 to 414 percent 
in April 1953. In addition, the declining general demand for credit 
associated with the recession of 1953-54, together with a rather ag- 
gressive easy-money policy on the part of the Federal Reserve, pro- 
duced a sharp decline in interest rates generally. As a result, dif- 
ferentials between the interest rate on VA-insured mortgages and 
other long-term interest rates widened, thus making VA mortgages 
attractive to investors and insuring an ample supply of funds” to 
finance the large expansion. 

In 1955 the housing boom reached massive proportions, and it was 
accompanied by very high levels of business and public construction. 
As a result, construction costs began to rise sharply, and in the con- 
text of the gener al inflation that prevailed, selective measures—that is 
increases in downpayment requirements, shortening of maximum ma- 
turities, et cetera—were put into effect to restrain housing construc- 
tion. In addition to these selective restrictions, the generally tight 
monetary policy of the Federal Reserve began to have some effect, with 
the result that housing starts began to decline and by the end of 1955 
had reached a seasonally adjusted annual rate of less than 1.2 million. 
Due to the decline in housing starts, the selective restrictions were 
short lived and were superseded before the end of 1955 by measures 
designed to stimulate home building. 

Residential construction continued to decline through 1956 and 
1957 and on into 1958. VA-guaranteed starts, which had been the 
main factor in the expansion from 1953 to 1955, now accounted for 
the major portion of the decline. Housing legislation passed in 1957 
and 1958 was designed to spur residential building by reducing down- 
payment requirements and providing for more liberal support of the 
mortgage market by FNMA. Housing starts financed by FHA- 
insured 1 mortgages began to pick up early i in 1957 and have continued 
to rise; however, the VA program, which had played a much greater 
role in the expansion of 1953-55, continued to decline in 1957 and 
1958. 

Changes in differentials between the rather rigid interest rates on 
FHA-insured and VA-guaranteed mortgages and yields on corporate 
bonds have had a strong effect on housing starts under the FHA and 
VA programs. When these differentials widen, as in 1953-54, resi- 
dential construction is stimulated by an ample flow of mortgage funds; 
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when they become narrower, as in 1955-57, the supply of funds is 
drained away into competitive uses with a restrictive effect on home- 
building. The effect on the VA program has ordinarily been greater, 
partly because adjustments in the permissible ceiling interest rates 
have been made more frequently for the FHA than for the VA pro- 
gram and partly because there has been somewhat greater flexibility in 
the FHA program with respect to sale of mortgages at a discount. 
Changes in credit conditions have apparently had little effect on con- 
ventionally financed construction, because interest rates on conven- 
tional niortgages are able to move more freely while demand for hous- 
ing is apparently quite interest-inelastic, and also because of the steady 
flow of funds available through savings and loan associations which 
invest heavily in conventional mortgages. 

To summarize, since 1953, general credit controls have had a strong 
impact on residential construction through their ability to influence 
the supply of funds available for Government-supported mortgages, 
particularly those guaranteed by the VA. Presumably this will con- 
tinue to be the case as Jong as the essential features of our present 
institutional structure and monetary controls are retained. 

The existence of ceilings on interest rates under the FHA and VA 
programs has served to impart a fairly strong contracyclical pattern 
to residential construction. I believe the results have generally 
worked in the interest of economic stability and have, in some re- 
spects at least, been advantageous to home buyers. For example, in 
1955-57, if interest rates on Government-supported mortgages had 
been flexible, it seems certain that total construction expenditures 
would have been larger. Since productive capacity in the building 
materials industries and the supply of skilled labor were substantially 
fully utilized, the main impact of increased spending would probably 
have been on prices. The existence of interest-rate ceilings probably 
resulted in (a) a slightly smaller volume of total construetion; (0) 
a somewhat smaller volume of housebuilding; (¢) a somewhat larger 
volume of nonresidential construction: and (d) a lower level of con- 
struction costs and prices, than -would have prevailed in their ab- 
sence. As compared with what would probably have happened if in- 
terest rates had been flexible, home buyers lost out in the sense that 
they got fewer houses but gained to the extent that the houses they 
did get cost them less. Business firms and governmental units gained 
because they obtained a larger physical volume of construction—more 
plants, stores, schools, public buildings, et cetera—and also obtained 
them at lower prices. It is thus not even clear that home buyers as a 
class would have been better off with flexible interest rates, and it is 
even less clear that the public interest in general would have been 
better served. 

It seems almost certain that the reduction in housing expenditures 
due to interest-rate ceilings was not fully offset by an increase in 
other types of expenditures and that the interest-rate ceilings there- 
fore served to reduce the level of aggregate demand and thus helped 
to effectuate the Federal Reserve policy of minimizing the general 
rise in prices. 

Due to the interest-rate ceilings on Government-supported mort- 
gages, residential construction has been affected more strongly by 
monetary policy than any other sector of the economy, and I believe 
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the effectiveness of monetary policy would be significantly reduced if 
the ceilings were removed and interest rates were permitted to move 
more freely. Consequently, I would favor retention of the ceilings. 
However, provision must be made for adjusting them as underlying 
conditions change. In the last few years, adjustments have been 
made in the ceilings, partly through ‘administrative rulings of the 
FHA and the VA and partly through statutory changes made by the 
Congress. I believe the results achieved under these arrangements 
have been reasonably satisfactory. However, I think the possibility of 
delegating authority to adjust the ceilings to the Board of Governors 
of the Federal Reserve System is worthy of consideration. This would 
involve deliberate recognition of the rate ceilings as a device for con- 
trolling the supply of credit for residential construction, and I believe 
the use of this control would be more satisfactorily integrated with 
our other weapons of economic stabilization if the administration 
of it were turned over to the Federal Reserve 

Although further study of the working of our monetary and finan- 
clal sy stem under present- -day conditions is needed, I believe that, 
in addition to retaining the interest-rate ceilings on Government- 
supported mortgages, it would be desirable to supplement our existing 
credit-control weapons with other selective controls in areas where 
such controls are feasible The adoption of additional selective con- 
trols—such as consumer credit regulations and variable secondary 
reserve requirements for commercial banks—should broaden the im- 
pact of momentary policy and make it a more flexible and effective 
means of promoting economic stability. 

Senator Musxm. Thank you very much for an excellent statement, 
Mr. Smith. 

Senator Capehart, do you have some questions ? 

Senator Carenarr. Are you fairly well satisfied with the present 
housing bill, its interest rates, laws, and regulations? 

Mr. Sarru. I have been mainly concerned here with interest rates 
and the impact of monetary policy onhousing. Most of the people who 
study this problem seem to be in favor of permitting interest rates to 
move flexibly, and my position is different from this. 

I prefer to see the interest-rate ceilings kept but recognized as a 
deliberate credit-control device, because I honestly believe that the 
effectiveness of Federal Reserve controls has been significantly en- 
hanced by the fact that when interest rates go up credit is drained out 
of this field. 

If interest rates were permitted to move flexibly, from everything I 
can see, demand for housing is not so very sensitive to interest rates 
and it would take tremendously large increases in rate of interest in 
times of inflation to check the ‘demand of housing from the demand 
side—that is, to drive people out of the market—and for that reason 
I think if you let interest rates fluctuate freely this housing demand 
would take on just the opposite pattern from that which it has shown. 

Instead of declining in booms, as it did in 1955-57, and speeding 
up in recessions, I think it would follow the general trend of business 
activity. That is, it would tend to go up in booms and would tend to 
go down in recessions, because the credit factor would have relatively 
little effect on it, and it would mainly be governed by fluctuations in 
incomes and the real factors. 
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Senator CareHart. You would prefer to answer questions that have 
to do with monetary policy, would you? 

Mr. Smiru. That is right, on the monetary effects on housing. 

I do think, though, that you have to consider, as is sometimes not 
done, both monetary and real factors and their effects on housing, 
which I have tried to do here. 

Some of the time it seems to me to have clearly been the non- 
monetary things, like rate of increase in households and rising levels 
of incomes, and so on, that dominated housing. 

In fact, f would say generally up to about 1953 this was probably 
the case. And since 1953 I think both things have worked, but mon- 
etary factors have had a significant influence, and I think in dr afting 
housing legislation it is very important to consider what kind of 
patterns of behavior you want in this field in terms of designing a 
program and designing the interest-rate provision of the program 
from that point of view. 

Senator Carenarr. Do you feel that we are going fast enough in 
our construction of new homes ? 

Mr. Smiru. Well, I believe we should think in terms of alternative 
uses of resources. The statement is made in the preface to this volume 
of hearings some place that the problem is really that there is not 
enough money. I do not view it that way. The problem is resources. 
It is shortage of real resources that is involved here. 

I am all in favor of people having better houses, but I think you 
always need to think of where the resources are going to come from 
that you get the additional houses from. 

And particularly I am also concerned about the problem of schools 
and facilities of that kind. 

Senator Carenarr. What effect do you think it would have on our 
economy interestwise and pricewise were we building, let’s say, twice 
as many houses this yearas we are? 

Mr. Smiru. Well, it depends on how long a time you took to get 

ready for it. That is, if you designed a housing program that is de- 
signed to increase the construction, 1. of houses as a 1 longrun proposition, 
you can do this, and what will happen will be th: at you will attract 
a larger proportion of resources into the building field generally. 
You will expand the capacity of suppliers, and so on. 

But if you try to do this suddenly and rapidly, I have no doubt that 
what will happen will be that prices in this field will be driven up. 
And I think also the income generated by the rising prices in us 
field will tend to contribute to the general inflation in the economy ¢ 
a whole. 

And also I think if you rely on flexible interest rates I have a feeling 
that when housing is expanded the expansion is likely to come 
primarily at the expense of public construction, schools, and maybe 

capital outlays by smaller businesses, because everything I have 
seen suggests that these are the areas other than housing that are 
most sensitive to interest rate increases. 

Senator Capenart. In other words, you think then if we were build- 
ing twice as many houses that the price of the individual house might 
be higher ? 

Mr. Sairi. I am sure it would. 

Senator Carenart. The interest rate might be higher? 


Mr. Soiru. Right. 
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Senator Capenart. And we might have more inflation than we 
have now ¢ 

Mr. Smiru. Well, that is right. I think if you did something to 
stimulate housing construction and let interest rates go up, that 
is right; I think that prices of houses would be higher. People 
would be paying more for houses (a) because of the costs of housing 
construction being higher, and (}) because they would be paying high- 
er interest rates on the loans. 

I am not sure how much more housing you would get, and if you 
did get it I would have a feeling you would get resources to expand 
housing construction heavily at the expense of public construction, 
schools, and the like. ; 

Senator CaprHartr. Youcan only put so much water in a barrel 

Mr. Smiru. That is right. Of course, now, I think you have a real 
issue as to how big you want housing to be as a longrun proposition. 
And this, in my opinion, is something that is a matter for value judg- 
ment. You cannot get away from it. 

You cannot expand it unless you are willing to expand it at the 
expense of something. And it depends on your values and what you 
think is most important. And this is a matter for individuals to de- 
cide upon. 

Senator Muskte. I was interested in that last point, Mr. Smith, 
particularly in the context of what Senator Capehart has said and 
your comments 1n your statement. 

These hearings are conducted for the purpose of evaluating the 
housing needs of the country in the 1960’s and what, if anything, 
should be done above or below what Government is now doing or 
what private enterprise is now doing to meet these needs. 

Your statement indicated that in your opinion we achieved a sound 
balance in the 1955-57 period in terms of the cost of housing as well 
as the supply of housing. 

Mr. Smrru. Well, I believe a reasonably good balance was achieved. 

Senator Muskie. My question is this, and then perhaps you can 
relate it to the details of your comments: Suppose we should find as 
a result of these hearings that for the decade of the 1960’s we ought 
to shoot for higher goals in terms of housing than we do now. Your 
comment indicates that this may result in higher cost of housing. 
How do we solve this problem if the need is greater than current 
programs will meet? 

How do we meet the need in terms of monetary policy for the 
1960’s without undue inflationary effects, without increasing cost of 
housing to low-income consumers ¢ 

Mr. Smiru. Well, I would say that if you want to increase the 
‘ate of housing construction substantially in the next decade, in the 
first place you perhaps have to consider at the expense of what do 
you want to expand it? 

Over a decade you could expand it at the expense of various things. 
You could expand it at the expense of public construction. 

You could probably expand it at the expense of private investment 
by business, which I think you ought to think twice about because 
of the growth problem. If you slow down the rate of capital forma- 
tion, it is going to slow down the growth rate of the economy. 

Or you could expand it at the expense of, say, other types of con- 
sumer expenditures, because, given time enough, you can reallocate 
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resources from producing nondurable goods or other types of con- 
sumer durable goods into construction. 

If you do that, in a free market kind of setup you are going to have 
to permit high profits in the residential construction field to serve as 
a means of attracting more resources into that field. Perhaps if you 
had an assurance that the higher profits would result in such an 
expansion, this might be all right. 

You would have to try to damp down demand somewhere else 
and try to produce a change in the price structure that would make 
housing nrore attractive relative to other things and to try to accom- 
plish this without having a secular rise in the price level. 

Senator Muskxre. Is it your assumption that the supply of re- 
sources is constant or likely to remain constant? 

Mr. Soiru. No, no, it is going to grow anyway. And partly the 
problem is what proportion of the growth do you want to attract into 
housing ? 

But if you want housing to grow faster than the rest of the econ- 
omy grows, you are going to have to attract more than a proportional 
share of the addition of resources of the next decade into housing 
at the expense of something else. 

Senator Muskie. We have had some testimony in these hearings on 
the subject of the availability of resources, labor, and materials. On 
the subject of labor, the point has been made that there is consider- 
able unemployment in this area and that we have not been making 
full use of the labor resources. Do you have any comment on that? 

Mr. Surrn. I do not know the details on unemployment in the 
construction field. . 

Of course, it may well be that there are some resources, some labor 
resources, that are closely tied to the housing sector and, like in 1955- 
57, when housing construction declined, you do get a certain amount 
of unemployment of resources that do not shift over to other types 
of construction. 

But it does seem to me there has been a considerable tendency for 
resources to shift back and forth between housing construction and 
other types of construction, and I think the shifts have gone some- 
thing like this: 

In boom periods the resources have shifted from housing construc- 
tion into other types of construction. And in recession periods the 
shift has gone the other way because of the contracyclical impact of 
the policies we have had in this area. 

At the same time, of course, there is a general growth. And real 
construction expenditures have not fluctuated as much as volume of 
housing starts has fluctuated. 

Senator Muskie. On the question of the contracyclical trends in 
housing, you indicated that you would prefer getting away from that 
sort of thing? 

Mr. Smirx. No, I was suggesting that housing has moved contra- 
cyclically. That is, in the last few years what appears to have hap- 
pened is that during boom periods the prosperity has increased the 
demand for credit for most types. Everybody wants to borrow more. 
The Federal Reserve has generally tried to keep the lid on by holding 
down the supply and interest rates have gone up. 

Now, when interest rates go up—let’s suppose the ceiling on these 
rates is fixed—when the open market rates, let’s say, on corporate 
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securities, bonds, rise, then the financial institutions such as insurance 
companies that invest in both corporate securities and mortgages tend 
to shift their flow of funds more into corporate securities and State 
and local government securities and away from mortgages, and so the 
supply tends to be drained off as interest rates rise. 

Then when interest rates go down, relative to the fixed ceilings, the 
flow of funds in this area is stimulated, and the result has been in 
boom periods when interest rates have gone up, because of the com- 
bined effect of rising demand and restriction on the supply by the 
Federal Reserve, housing construction has tended to go down. In 
recession periods, because the demand for credit falls off with people’s 
incomes and because the Federal Reserve helps this along by easy 
money policy, interest rates on other types of competitive investments 
have gone down, and, as they have gone down, this has made Govern- 
ment guaranteed or supported mortgages more attractive, the flow of 
funds into this area has been stimulated, and there has been a pickup 
there. 

Monetary policy seems to have hit this sector more than anywhere 
else, and it has worked the right way. I mean it has tended to restrict 
this sector in booms and stimulate it in recessions. 

I think probably in the recent recession the effect of Federal Re- 
serve policy on this sector was much more important than it was 
anywhere else. 

Senator Musxre. If we should shift to a cyclical pattern in housing, 
would that operate, in your opinion, to produce more housing in the 
long range than the present contracyclical trend ? 

Mr. Smirn. That is hard to say. 

In the first place, it would be hard to turn the thing around and 
design a cyclical program that was comparable exactly with the one 
that we have now. I do not see any reason to assume that it would. 

It seems to me that the main effect of it would be to shift the pattern 
the other way around. That is, if you did this, it seems to me housing 
would almost certainly exhibit a procyclical pattern, Except, of 
course, there are other factors involved, like household formation 
and things that are not particularly related to the business cycle. 

But incomes go up and people’s expectations improve in booms, 
and this increases the demand for housing, and in recessions just the 
opposite things occur, and it seems to me that if you took off the 
ceilings you would find housing construction would be procyclical. 

But I cannot see any special reason to assume you would get more 
housing out of this in the long run than you do out of the present 
arrangements. 

Senator Musxie. On the other hand, it is your view that the present 
contracyclical potters tends to stabilize production and tends to 
stabilize prices? 

Mr. Sirn. That is right. 

Now, some people will argue that what happens here is that in a 
boom period when interest rates go up this drains off the supply 
according to the argument I mentioned before. And I might add that 
this is pretty generally accepted by almost everybody I know of—that 
this is the way things work. Rising interest rates drain off the supply 


of funds and hit housing, aid falling interest rates work the other 
way. 








166 STUDY OF MORTGAGE CREDIT 


Where the difference of opinion lies is in whether this is good or 
not. 

Some people—the majority I would say—do not agree with me. 
They think it would be better to take off the ceilings. But they would 
agree with me on what happens. 

I think that it helps to stabilize the economy generally. 

I started to say that some people will argue that when interest 
rates rise in boom periods and housing is hit, the funds that do not 
go into housing because of the rising interest rates, that are drained 
off, will just go somewhere else and be spent on something else. Well, 
I just do not agree with this line of argument, because our monetary 
controls do not work that way. 

I think there has been a total effect—that is, that the reduction in 
housing expenditures has not been compensated for by a correspond- 
ing increase somewhere else. 

Senator Muskie. Senator Capehart ? 

Senator CareHmartr. What relationship is there, if any, between in- 
terest rates and the savings of the people? What I mean is this: 

If we get interest rates down too low, there will be no incentive for 
people to save money. 

All the mortgage money comes from the savings of the people, 
either life insurance policies or in savings accounts or bank deposits, 
and they get interest on it. If we get interest rates down too low, what 
effect is that going to have on the availability of money to build 
houses ¢ 

Mr. Somrrn. Well, I donot think it has very much. 

I mean everybody that has studied this thing has found it ex- 
tremely difficult to find much relationship between the level of interest 
rates and volume of savings. 

I might just point out you can argue the other way around. For 
example, a fellow who is saving to accumulate a retirement income. 
Suppose he is shooting for a particular income he wants to earn on 
his savings. Well, if he is determining his level of savings that way, 
if interest rates are lower he is going to have to save more in order 
to accumulate funds large enough to yield the income objective he has 
in mind. 

I am not saying people behave this way. But, actually, the thing 
is fairly complicated, and there are theoretical reasons that might 
cause it to work either way. 

The statistical studies of the thing—all the ones I have seen—do 
not suggest that there is any very strong relationship. 

I do think there is a relationship between interest rates on differ- 
ent types of things that people may put their savings into and the 
pattern of the flow. That is, while I do not think people are in- 
clined to change the level of their savings very much with interest 
rates, they may shift from one form of saving to another as relative 
interest rates change. 


Senator Carenarr. Have you ever figured out or has anybody ° 


ever figured out what is a fair return on money ? 
Mr. Smiru. Well, nobody has figured it out, and I do not think 
anybody is likely to. 
I mean money is a resource. Loanable funds, or money, whatever 
you want to call it, is a resource that permits you to command other 
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resources. And the appropriate price for it, it seems to me, depends 
on circumstances and the level of demand relative to the supply. 

On the ohter hand, there is a problem here that I think we need 
to be concerned about, and that is that everything I have seen sug- 
gests that not only is the level of savings relatively insensitive to the 
rate of interest, but, on the other side of the fence, investment expend- 
itures and other types of expenditures are generally relatively in- 
sensitive to interest rate variation. 

Senator Carenart. One other question. Are people entitled to an 
increase in interest rates in proportion to the increase of inflation or 
in proportion to the increase of the things that they have to buy ? 

Mr. Smiru. Well, if people expect a continuing rise in prices, this 
may result in higher interest rates than would otherwise prevail. 

Senator CarpeHart. The point is: For example, you say we ought to 
control interest rates—and I am not arguing with you at all. The 
purpose of this hearing is to get ideas. You say that there ought not 
to be flexibility in interest rates. 

Mr. Smrrn. I am just talking about this particular interest rate. 
And my reason for the position on this thing is pretty much purely 
pragmatic. 

The studies I have made suggest that housing construction has be- 
haved contracyclically. 

Senator CaprHart. Let me put it this way: We in Congress set the 
interest rate that FHA mortgages and VA mortgages can carry— 
within limits I mean. There is some flexibility. We say, “You cannot 
go higher than a certain amount, but you can go low er than that if 
you want to, Mr. FHA Director, or Mr. VA Director.” 

We have never gotten around yet—and I am not suggesting that we 
do—to controlling wages and prices and so forth, whereas we are con- 
trolling interest rates. 

My point is: Do we have any more right to control interest rates 
than we do wages or prices? 

Mr. Smiru. The first thing is that, unless you are prepared not only 
to let, but to encourage interest rates generally to fluctuate, then this 
scheme I am suggesting would not work, because it depends on flexible 
interest rates in general combined with rigid interest rates in this 
particular sector. 

The justification for having rigid interest rates in this sector, it 
seems to me, might be that this is a public program. 

Senator Caprnart. The reason we do it and the justification for it 
is that the Federal Government is guaranteeing the mortgage. 

Mr. Smiru. That is right. That is what I mean. It is a program 
designed to encourage house building and home ownership. I think it 
is a good idea. 

ie I do not see anything wrong with managing the thing in such 

yay as to contribute to economic stability. 

"ee itor CapeHart. We say to the people, “If you want to put your 
money into Federal Government-guaranteed mortgages, you are going 
to get this interest rate. If you want to put it in mortgages not guar- 
anteed by the Federal Government, you can bargain for ‘whatever in- 
terest. rate you can get.” 

Mr. Smirx. That is right. 
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Of course, at times you might get a better return here, you see, in 
recession periods. When interest rates generally decline, this would 
encourage people to go in here, because they get a higher return. 

What it would tend to do is redistribute the flow, as has happened. 
It would continue to redistribute it in a contracyclical fashion. It 
would encourage the flow of funds during recession and discourage it 
during inflation. 

Senator CapreHart. There is always a little bit of a question mark 
in my mind on this: We control the interest rate on Government-guar- 
anteed mortgages. The same principle might well apply on labor that 
went into building the house or the materials that went in to the 
building of the house, because they are both being guaranteed by the 
Federal Government. 

Mr. Smirn. Well, I suppose one could argue that. But the reason 
I am arguing for retaining interest rate ceilings is that we already 
have them and experience shows that they produce a contracyclical 
pattern. 

And I see no reason to throw this weapon away. 

Senator CareHarr. Of course, we do guarantee to a degree because 
we say FHA can only guarantee the mortgage on houses up to a cer- 
tain amount. 

Mr. Soirn. Right. 

Senator Carenart. We do to a degree control it in that way. That 
is, the Federal Government does. 

Mr. Smirn. Another thing you have done, of course, is to try to 
affect the situation by changing the downpayments and maturities on 
the mortgages. 

Senator CareHart. One other question and then I will be through. 
That is this: Do you think the Federal Government should limit its 
guaranteeing cf mortgages to low-priced houses—let’s say up to or not 
to exceed $10,000 or $12,000—in order to encourage the building of 
low-priced houses ? 

Mr. Smiru. No, I do not. I do not know what the answer is to 
this low-income housing problem. There is a paper in the study by 
Mr. Abrams on this point that suggests that this program has not been 
successful in making housing available for lower income people. 

Senator Carenart. If you will yield just a moment 

Mr. Sairu: Surely. 

Senator Carrenart. I know you are aware of the fact that there is 
a shortage of money. I think it is a true statement to say that there 
always has been—in financing mortgages on low-priced housing. 

In other words, there is an ample supply of money and I think 
always has been for the houses, let’s say, at $15,000 and up, and always 
a shortage on the lower priced. The low-priced-house builder always 
has trouble on houses that sell for $10,000 and less. 

The point is, Should the Federal Government only guarantee mort- 
gages on houses which are low priced ? 

Mr. Smaru. I do not think so. Because I think that a great many 
people with good incomes, what we might call reasonably good in- 
comes, let’s say in excess of $7,500 a year, without the FHA program 
and in view of the price of a good house today would find it difficult 
to acquire one, difficult to meet the downpayment requirements, and 
so on, of a conventional mortgage. 
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In other words, I think the program is beneficial from the point of 
view of, say, encouraging middle-income groups to own houses. 

Senator CareHarr. But our biggest problem is to find money to 
finance low-priced housing. 

Mr. Smirx. Oh, I do not think the biggest problem as far as I can 
see is really money in the low-priced houses. 1 think the problem is to 
find ways to build houses which are adequate that people can afford. 

Senator CarrHart. Not necessarily. If you were a builder of low- 
priced houses you would find your biggest problem was getting money 
to finance them. Not alw: ays, but generally speaking. 

And the reason for it is this: That there are so many mortgages 
available, FHA mortgages available, on higher priced houses that they 
absorb the supply of money. 

Why should you, if you were a private lender, worry about buying 
mortgages on low-priced houses when you could buy all the mort- 
gages you wanted on higher priced houses? 

Mr. Samir. Yes, but “this depends on the circumstances. I do not 
think that was true in 1954 and 1955, because the general level of in- 
terest rates was low. And in those days VA and FHA mortgages 
were very attractive investments, and, in fact, financial institutions 
did invest very large sums in VA and FHA mortgages. 

In the later period, when credit got tighter and interest rates got 
higher, these things got unattractive. 

And my point is that this did tend to damp down this program in 
the interest of general economic stability. 

Senator CarpeHart. What this committee ought to be doing, in my 
opinion, and I suppose we are to a degree, is finding some way to get 
private investors to buy mortgages on low-priced housing. I am not 
blaming them. I am just being “factual. 

Mr. Suiru. It seems to me, you are arguing for low interest rates on 
guaranteed mortgages. 

Senator CarrHart. No, I am not arguing for low interest rates or 
high interest rates. I am just making a factual statement that if you 
were a builder of low-priced houses you would find one of your big- 
gest problems would be to find a buyer for your mortgage, even 
though they are guaranteed by FHA. 

Mr. Surrn. W rell, all right. Maybe so. 

Senator Carenarr. Therefore, we talk a lot in the Congress about 
how we want to help the poor fellow, the fellow with small means, and 
yet in practice we do not do it. 

We have FNMA which buys a lot of those low-priced mortgages. 
T am not blaming the fellows who buy the higher priced mortgages— 
that is the way it 1s working out. 

For example, it costs no more to process a $20,000 mortgage than it 
does a $10,000 mortgage. 

Mr. Sairu. I do not think you are going to solve this problem by 
letting interest rates fluctuate. 

Senator Capenuart. I am not thinking in terms of interest rates at 
all. 

Mr. Smirn. Yes. 

Senator Capenart. I just asked you if you had ever given any 
thought as to how we can convert more of this guaranteed FHA in- 
surance into low-priced mortgages or low-priced housing. 
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Mr. SmirH. Well, first of all, you could make them more attrac- 
tive by letting rates on them fluctuate. But the thing I am afraid 
of is that in the boom periods the interest rates on these mortgages 
would have to go so high that the financing costs would be so large 
that the smaller income families could not handle a satisfactory house 
on a monthly payment that would be in the range of their income— 
unless you extended the term of the mortgage tremendously far. 

Senator Carrnarr. We have a plan now, you know. FHA guaran- 
tees these low-priced houses, the mortgages on them, but the problem 
is getting the money. 

Mr. Siru. Yes. 

Senator Carrnarr. If we could find some way to get the money for 
these low-priced houses from private investors rather than through 
FNMA, it would to a great degree help the so-called public housing 
problem on w hich there is alw: ays a fight in this country. 

Mr. Smiru. I do not see how you can overlook the interest rate 
problem here. This is the heart of it. You can get money in the field 
if you get the interest rate high enough. 

Senator Carrenarr. There is no reason why the interest rate should 
be higher on $9,000 than on $18,000 is there ? 

Mr. Smirn. There might be. But I mean the supply of funds into 
this area is going to be bigger the higher the interest rate is. And 
you can attr act the funds, not only here but in guaranteed mortgages 
generally, by letting the interest rate go up. 

In other words, what I am trying to say is I do not see any way 
in which you can handle this problem without some device to channel 
Government funds into this field at low interest rate. 

Senator Capenart. What I am looking for is some sort of fair and 
equitable incentive to get more and more money into low-priced 
houses guaranteed by F HA and not less money into the other type. 

But, at least, I hate to see the lower priced mortgages suffer with 
relation to higher cost houses. And that, I think, is what is hap- 
pening, and I think it happens every day. 

I do not think one can successfully dispute it. 

What can we do as an incentive in respect to our FHA program 
to encourage private industry to buy mortgages on lower priced 
houses ¢ 

Mr. Smitru. You can, I repeat, encourage people to put funds in 
this area by letting the interest rate go up. 

Senator Carenart. That is one way to do it. 

Mr. Smirn. That is one way. 

Senator Carenartr. Another way to do it, of course, would be to 
simply just not guarantee the higher priced houses. I am not so sure 
that is needed today anyway. 

You see, gradually the Congress has increased the amount of mort- 
gage that they will take on a house. 

Mr. Smiru. Yes. 

Senator CaprHart. Every year there is a great hue and cry to in- 
crease it, increase it, increase it. I think we are getting to the point 
now where we are doing so at the expense of the low-priced housing. 

Mr. Smirn. IT am not sure this would help much. 

Senator Carrnart. I am just discussing it with you. We are just 
thinking out loud, both of us. 
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Mr. Smiru. Yes. 

Senator Capenart. There is a problem involved there. 

Mr. Smirn. There is, what I am not sure about is whether if you 
took away the guarantee on the higher priced houses this would in 
fact encourage a substantial increase in the flow of funds into lower 
priced houses. 

In the first place, a lot of people buy houses now under the guar- 
antee programs who could buy them on conventional mortgages. 
And, incidentally, you do find at times when credit tightens and these 
guaranteed morte: uges drop, the conventional mortgages actually in- 
crease, Which suggests that some people who cannot get a guarantee 
are able to shift over into the conventional field. 

And this might indicate that if you took away the guarantee en- 
tirely that a lot more people would and the supply of funds would go 
into conventional mortgage field. 

This would also, of course, suggest maybe the guarantee is not 
necessary, because these people do succeed somehow in financing. 

Senator Carenart. I am about to come to the conclusion that insur- 
ance is not necessary on anything above the $12,000 level 
$15,000. 

Mr. Situ. I do not believe that, because I think that a lot of people 
in the middle-income bracket in the absence of the guarantee would 
he forced to buy a house that really was not adequi ite for their use 
because they would find it necessary to economize on the size of the 
house they built in order to meet the downpayment requirements of 
the conventional mortgage. 

Senator Carpenart. When you get down to the point, where do you 
cut off? I mean do you say that the Federal Government ought to 
guarantee mortgages on $15,000, $20,000, $25,000, $30,000, or $35,000 
houses? Where do you cut off ? 

Mr. Smiru. I probably tend—this is a shot in the dark—to suggest 
a $30,000 level. 

Senator Capemart. A man who can buy a $30,000 house ought to 
be a fairly substantial individual with a substantial income. I would 
think so. I can remember when a man who could buy a $30,000 house 
was a pretty wealthy fellow 30 years ago. 

Mr. Situ. Yes. Of course, 30 years ago, a $30,000 house was some- 
thing different from what a $30, 000 house is tod: ay. 

Senator Carenarr. You are certainly making a true statement 
there. It is one of our problems. I think everybody recognizes that. 
I am not criticizing anybody for it. I am just saying it is one of the 
our problems, If we could find some way to solve it, I think we could 
help the public housing situation. 

Mr. Srru. With all the competitive demands in the market for 
funds particularly in tight periods, I am not so sure that you could be 

certain if you took away the guarantee on higher priced houses that 
those funds would flow into the lower priced. 

Senator Capenartr. Lamnoteither. It is just one idea. 

Mr. Samarn. In fact, the only way I can see that you can solve this 
prontens would be to develop some kind of Government subsidy pro- 

ram that guarantees a flow of funds into this sector at low interest 

Seine because low interest. rates are important here. That is, the 
difference between, say, a 2 or 3 percent interest rate and a 6 percent 
interest rate has considerable effect on the monthly payment. 
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Senator Carenarr. I think the problem is not so much the builders 
who build the low-priced houses, not so much the interest rates or 
anything else. It is just the inability to sell smaller mortgages even 
though they are guaranteed by FHA. 

Mr. Smiru. That may be true. But if you permit the interest rate 
to fluctuate, I think the problem would change. ‘That is, then it would 
begin to become a problem that people that you want to permit to buy 
these houses would not have large enough incomes to be able to 
handle the monthly payments. 

Maybe tlmt is not a problem right now, but if you let the interest 
rate fluctuate it would be. And then you would be faced with the 
problem of how to get a flow of funds into this sector at low enough 
interest rates so the monthly payments are small enough so the fellow 
with the moderate income can afford to buy the house. 

Senator Carrnarr. That is all worked out now. The problem is 
selling the mortgage. 

Mr. Smiru. Well, it is not entirely worked out. 

Senator Capenarr. It is now. FHA insures the mortgage. The 
downpayment is low. The monthly payment are small. But the 
shortage of credit is in the low-priced housing. 

Mr. Smiru. I do not think that is true that the monthly payments 
are small enough so that the man with small income can buy a home. 

Senator Carrnart. No, he is ready and willing to buy and will buy, 
and is buying, but the problem is that the builder cannot sell the 
mortgages. ‘That is the problem—the availability of cash. 

Mr. Smirn. I think there is beginning to develop a problem of 
availability of funds. 

Senator Carrnuart. I am just being factual about it. 

Mr. Smiru. Does this not depend on the situation—that is, what 
period are you talking about ? 

Senator Carenart. Right now. Right this very minute. 

Mr. Smirn. Right now interest rates are beginning to get high 
enough again in the epen market relative to interest rates on guaran- 
teed mortgages to begin to make some of us wonder what is going 
to happen to the housing market. 

Senator Capenart. It is one of our problems. 

Senator Muskie. Thanks to you and Senator Capehart, I have been 
exposed to a lot of interesting and stimulating discussion here. 

We have been talking about competition for available capital. Is 
there anything that can be done about increasing the total amount of 
capital that is available in this country for all purposes by monetary 
policy ? 

Mr. Smiru. Well, I think this goes somewhat beyond just monetary 
policy. 

Senator Muskie. Yes, I agree it does, Mr. Smith. I would have no 
objection if you would branch out. 

Mr. Smiru. I was going to say it depends also on the kind of fiscal 
policies we follow. 

I might just try to suggest what I have in mind in a kind of broad 
way. 

I am talking about the availability of capital for housing and for 
business construction. This is important because it relates to our 
growth rate. Savings can be generated through, for example, either 
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an increased budget surplus on the part of the Government or a lower 
budget deficit on the part of the Government—that is, by rise in taxes 
relative to Government expenditures. Because if the Government 
raises more taxes than it spends, it uses the surplus to retire debt, and 
when it does that it supplies funds to the capital market in a general 
way. 

If it has a deficit, it represents a drain on the capital market. 

Perhaps if we want to encourage more capital formation in the form 
of houses and plant and equipment expenditures by business, it might 
be desirable to have a relatively tight, we might call it, fiscal policy, 
minimize Government expenditures, raise taxes as much as we feel we 
can, or work toward a higher tax policy, and at the same time have an 
easier monetary policy on the part of the Federal Reserve. 

I am talking now not about a business cycle but about, let’s say, the 
next decade. 

If we want to encourage a more rapid rate of growth in this area, I 
think there is something to be said for a tight, 1f you want to call it 
that, fiscal policy, and accompanied by an easier monetary policy in 
general. 

Both would, of course, have to fluctuate with the changing business 
conditions. But on the average over the next decade the mix of mone- 
tary policy and fiscal policy can have some effect. 

At the same time I think we have to be careful not to exaggerate 
the importance of this. And I think probably technological change 
and doing everything you can to encourage research, and so on, is 
likely to do more good in making a given amount of savings go further 
in producing more useful real capital—even in the housing field. 

Maybe as important as anything is to encourage ways to build better 
houses at lower prices. This may do more good than fooling around 
with the interest rate. 

Senator Muskie. We have three possible situations on a Federal 
budget—a deficit, a balance, or asurplus. I gather that only the third 
situation would tend to produce more available capital ? 

Mr. Smiru. I think so, yes. 

Senator Muskie. The middle situation and the first situation would 
not have any appreciable effect on the supply of capital ? 

Mr, Smrru. Except the degree of it. A big deficit is going to drain 
off more of the supply of capital than a small one is. And it is just 
a continuum of variation. As the size of the deficit drops, becomes 
zero, then moves into a surplus, in general the available supply of 
capital would be increased. 

If you did this, this in itself would tend to have a deflationary effect 
on the economy which you might try to overcome by having the 
Federal Reserve follow an easier monetary policy. 

Senator Muskie. Do you see the supply of available capital as 
simply a function of the Federal budget ? 

Mr. Smirx. Obviously, if we are worried about this problem, we 
ought to do everything we can to encourage people to save more. 

Of course, the standard answer to this question is that if you stop 
the price level from going up this encourages people to save more. 
But, of course, this does not get you very far, because the main reason 
you want more saving is because you want to stop the price level from 
going up. 
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After all, you can get more resources in capital formation by money 
creation through the central bank as well, and you can finance capital 
expenditures by newly created money, as well as by savings, and you 
will probably get more real capital this way. The trouble is you 
will get it at the expense of rising prices if the money supply increases 
too fast. 

So the real reason you want to encourage more savings is to prevent 
inflation. 

It’s a circular argument. One way to encourage saving is to stop 
inflation. -If you succeed in encouraging saving, this will help to pre- 
vent inflation. That is about all it says. 

The thing is I cannot suggest very many ways that I could be as- 
sured will encourage larger volumes of private saving. 

Senator Muskie. If you achieve that objective, a larger volume of 
private saving, are you not going to have less spending by people, and 
so less demand for housing ¢ 

Mr. Smirn. That is right. That istrue. I mean it depends on how 
you achieve it, where the saving comes from. 

Senator Musxte. But actually the buying of a house is a form of 
savings to the extent that you build up an equity. 

Mr. Smirn. That is right. It is a form of capital formation. Use 
of saving. That is right. 

Senator’ Muskie. I was interested in this remark jn your statement : 

However, I think the possibility of delegating authority to adjust the ceilings 
to the Board of Governors of the Federal Reserve System is worthy of con- 
sideration. 

By making this statement, do you see housing policy as a function 
simply of monetary policy ? 

Mr. Smirn. No. Incidentally, this is probably a rather unrealistic 
suggestion, because the Federal Reserve would probably back away 
from this thing very fast. 

No, I do not feel that way, but I do feel that if you recognize this— 
to follow the general line of the suggestion I have here—you are 
recognizing the rate ceiling as a device for controlling expenditures 
on housing construction in a contracyclical fashion. 

I do not favor a rigid ceiling, because conditions change. Just to 
take an example, you might find a situation developing in which we 
have an inflation but we do not have an excessive level of construc- 
tion expenditures; the inflation is centered somewhere else in the 
economy. Then if you try to tighten credit, what will happen will 
be that general interest rates will go up, and if you do not adjust 
the ceiling rate funds will be drawn out of housing and the main 
impact. of the restrictive policy will be on housing where you do not 
want it. 

In this case what onght to be done is to adjust the ceiling upward 
to protect housing—maybe even raise it relatively to encourage more 
housing construction at the same time that you try to tighten things 
elsewhere where the inflationary forces are at work. 

And so you have to coordinate these policies. My suggestion there 
is directed at the problem of having somebody who is responsible for 
general economic stability have some authority to make the necessary 
adjustments flexibly and quickly in these ceiling rates. 
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As I said, I do not think the present arrangements have worked too 
badly. We have made adjustments occasionally i in the ceiling rates. 
And then the discounting gives a little bit more flexibility to the thing. 

I think if you look at the thing it really has not been too bad. 

Senator Muskie. Given existing laws and current conditions, do 
you think that the Federal Reserve is in a position to substantially 
affect housing ? 

Mr. Smiru. I am sorry; I do not quite understand the question. 

Senator Muskir. Going back to my suggestion a moment ago that 
this statement of yours might suggest that the Federal Reserve mone- 
tary policy might be the key factor in controlling the volume of 
housing construction, do you think that the Feder: al Reserve Board 
now, under existing law, with existing authority and with current 
conditions, is in a position to control the volume of housing construc- 
tion ? 

Mr. Smirn. No. That is, they can control the general level of 
interest rates, sure. Of course, there is a good deal of uncertainty 
about just how strong the effects of their actions are. 

But I mean apart from that they can only control housing as a by- 
product of general controls. 
| I mean if they want to encourage more housing, they can only do 
it by backing off on a restrictive monetary policy and failing to take 
actions that they think are necessary somewhere else in the economy. 

Senator Muskir. Your statement here then suggests the Federal 
Reserve ought to have specific authority with respect to housing? 

Mr. Soirn. That is a suggestion. Again, I think it is probably 
not very realistic. There would obviously be a problem of delegating 
the authority within the context of a general objective with respect 
to housing in the economy. 

After all, you do not want to turn housing policy into nothing but 
a stabilizer for the business cycle. You have got to have a housing 
policy that is concerned with the general level of housing construc- 
tion as an objective apart from the time pattern of its movement. 

So it would be a job to draft a delegation of authority to the Fed- 
eral Reserve that would indicate the levels of housing that you 
wanted to encourage and at the same time give the Federal Reserve 


“i some flexibility with respect to making adjustments in the rates from 
- a contracyclical standpoint. 
‘ Senator Musxkre. My impression from the discussion this morning 


i is that if this committee should find as a result of these hearings that 
~ | our housing goals in the 1960’s ought to be substantially higher than 
they now are that, in the light of the problems related to monetary 


, policy, it would almost. be impossible for us to achieve them ? 
Mr. Smirn. Well, I still do not think that the real problem is 

d money, except perhaps in part. The main problems are the limited 

ze volume of real s savings and the difficulty of attracting the desired 

i portion into housing. J, 

5 But it seems to me that you always have to bear in mind that if you 

“ have a bigger housing program—unless you get more saving—you 

- are going to have less in some other form of capital formation. 

y If you expand housing, where are the resources going to come from ? 


Well, first of all, part of them can come from growth, because the 
economy is going to grow. In addition to that, part of them can 
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come from more saving. If we can design ways to encourage people 
to save more, that will be good. That will mean that resources for 
housing construction can come at the expense of, say, clothing and 
radios and television sets and automobiles and so on. That is one 
possibility. 

Another possibility is that it comes at the expense of business con- 
struction, of plant and equipment. Well, this worries me, because I 
am concerned already that our growth rate is too low and we need to 
keep the- level of business capital formation up as a means of en- 
couraging’a high growth rate, particularly in the world situation we 
are in. 

That is another possibility but there are problems there. 

Another possibility is that it can come at the expense of public 
construction. And this worries me too, because I think the school 
problem for the next decade is going to be pretty serious. 

In any case, you cannot, it seems to me, decide what your goal is 
with respect to housing apart from the consideration of what your 
other goals are. 

I mean you cannot sit down—at least it does not seem to me you 
should sit down—and, say, call in social welfare experts to decide 
what kind of house everybody ought to have to live in and then de- 
cide to allocate enough resources to produce enough houses so every- 
body will have this kind. 

You cannot tackle the problem that way, because housing, while ad- 
mittedly important, does not have a priority over everything else. 
If you get more houses, you are going to have to get them at the 
expense of something else, either current consumption of other things, 
capital formation by business, capital formation by government in the 
form of schools and other public projects. And you have got to hit 
a balance on these things. 

Senator Muskie. Let me put it this way: That we would hope nor- 
mal growth would take care of accompanying needs in.terms of 
schools, highways, housing, and so on. But in the event we should 
have a backlog of unmet needs in any of these areas then what you 
have said this morning is we cannot hope to meet that backlog and 
eatch up without the risk of inflation and without the risk of pricing 
people out of the market ? 

Mr. Samir. Of course, you can if you have a backlog in housing 
and want to meet it, you can make funds available through the Gov- 
ernment at low interest rates on a scale large enough to encourage the 
level of building you want. 

If you do that, you are either going to find that the prices are 
going to be driven up in this area. You might be willing to permit 
prices to go up if this was a long-run program and if you had some 
assurance that the rise in prices and the rise in profits in this field 
would encourage more resources to move in here and you wanted this 
thing to develop on a long-run basis. 

If that was not what you wanted to do, then you would have to 
take some measure or other to damp down demand in other capital- 
goods sectors that I am talking about in order to free the resources 
to permit that program to go on. 

I am not saying you could not do it. I am just saying you have got 
choices to make here. And I would hesitate a long time to advocate 
a low interest rate in, say, a program next year to build 2 million 
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houses, because the draft on the available supply of real capital— 
not money but real capital resources—would bother me. That is, I 
am afraid that the impact would be either on business investment— 
which I think ought to be encouraged because of the growth problem— 
or it would be on the public sector, and I am particularly thinking 
about schools. 

Senator Muskie. Does this not bring us right around to the point 
I made in my question—that we cannot meet these backlogs in any 
of these areas without undesirable Government spending and without 
undesirable Government controls ? 

Mr. Soiru. It is not the Government control that bothers me so 
much. I do not object to a Government program per se. 

If housing needs in my judgment were serious enough relative to 
the other needs that we had, then I would not be averse to a Govern- 
ment program that made funds available at low interest rates pro- 
vided it was accompanied by other measures to keep down demand. 

Senator Musxir. What would those measures be ? 

Mr. Smirn. It would be high taxes, restrictive interest rates in 
other sectors. 

Senator Muskxir. Would not high taxes operate also to reduce fur- 
ther the ability of the people to—— 

Mr. Smiru. It depends what kind of taxes you use. True, if you 
are worried about low-income housing and you try to damp inflation 
by high taxes that hit low-income groups, then you are going to under- 
cut their ability to buy houses. 

But there are plenty of dimensions to the tax adjustment problem, 
so that you might be able to deal with it. 

The real thing would be what would be the appropriate level. 
There are always unmet needs in the sense that everybody would like 
to have a better house than he has got, and it is hard for me to see 
how one can sit down and figure out what the unmet needs are, because 
the unmet needs in economic terms are sort of a schedule that relates 
to how much it costs to produce the things and what the availability 
of resources is to meet them. And one should only think of the unmet 
needs in housing in terms of what it would cost to fulfill them. 

If you really set out to house everybody the way somebody thinks 
he ought to be, it would mean a tremendous draft on the national 
resources. 

Senator Muskie. I do not think that that is the objective of any- 
body I know of in this committee. 

But the testimony we have had to date indicates, for example, 
that in the 1960’s we ought to have at least 1214 million additional 
housing units. We are concerned with whether or not we can rely 
on private building for this completely or whether or not there are 
resources available to provide this amount of housing and, if private 
enterprise would not build them, the extent of Government programs 
that ought to come into the picture. 

I think all of us are extremely open minded about this. 

Mr. Smrru. I do think that the problem Senator Capehart brought 
up earlier is a pretty critical one here—the problem of providing hous- 
ing for lower income families. 

Senator Musxre. I am inclined to agree with him that we have not 
found the answer yet—the effective answer. 

Mr. Smirn. That is right. But I am not sure it is a problem that 
can be solved by a free market. At least, I find it a little difficult to 
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see a solution readily at hand that works through the market mecha- 
nism. 

Senator Muskie. The more I listen to people like you—I have en- 
joyed this very much and I appreciate it—the more I am impressed 
with the almost impossible task that the Congress sets for itself in 
this field. 

Mr. Sairn. I beg your pardon? 

Senator Muskie. I say the more I am impressed by the almost im- 
possible task that the Congress sets for itself in this field. 

Mr. Situ. The thing is that I think, like everything else, the 
housing problem has to be considered in the context of the general 
economic situation and the other drafts on national resources. 

Senator Muskie. I would like to ask just one more question, Mr. 
Smith. 

Do you think this is a legitimate field of inquiry for the Congress, as 
to whether- 

Mr. Smirn. . ¥ ou mean mortgage credit ? 

Senator Musxir. No, housing needs. 

Mr. Smiru. Oh, certainly. It is tremendously important to bring 
the maximum of knowledge to bear on these problems, and I think 
the subcommittee is doing a very important and effective job. 

Senator Musxir. If you come up with any magic answers, do not 
hesitate to bring them to us. 

Mr. Smirn. Unfortunately, I do not expect to find any. 

Senator Muskie. Thank you very much, Mr. Smith, for a very in- 
teresting and stimulating st atement. 

The next witness is § Saul B. Klaman, economist for the National As- 
sociation of Mutual Savings Banks, who will testify on the problem 
of the availability of residential mortgage credit over the next 10 
years. 

You may proceed. 


STATEMENT OF SAUL B. KLAMAN, ECONOMIST, NATIONAL ASSO- 
CIATION OF MUTUAL SAVINGS BANKS, NEW YORK, N.Y. 


Mr. Kiaman. How would you prefer me to proceed ? 

Senator Musi. I wish that you might state for the record some- 
thing of your background and then proceed with your statement. 

Mr. Kraman. If time is running short, I could summarize my writ- 
ten statement or I could read it through and highlight the main points, 
assuming the statement has been before you and you have had a chance 
to examine it. 

Senator Muskie. Why do you not proceed any way that best suits 
you? 

Mr. Kriaman. All right. 

My name is Saul B. ’Klaman, and I am economist for the National 
Association of Mutual Savings Banks. 

For 12 years pr lor to my association with the savings banking in- 
dustry I was on ‘he staff of the Board of Governors of the Federal 
Reserve System and for a year was on special leave to the National 
Bureau of Economic Research where I did a study of the postwar 
mortgage market. 
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I do want to take the opportunity to commend the committee for its 
approach to the problem. I think it is all to the good to get this. 
kind of objective analysis as a basis for future legislation. 

In considering the question of the availability of residential mort- 
gage credit, which was the specific question addressed to me, I made 
available to the committee a draft of my study consisting of some 400 
pages of text and statistics. While it is voluminous, I do commend 
it for background material pertinent to this investigation, 

In examining the concept of the availability of capital, different 
points of view, may be considered 

Senator Muskie. When will your book become available ? 

Mr. Kiaman. I beg your pardon ? 

Senator Muskrz. When will your book become available ? 

Mr. Kiaman. I am taking a month’s vacation in July to try to 
finish it up. 

Senator Muskie. Not really a vacation ? 

Mr. Kiaman. My wife does not think so. 

But it is available now substantially as it will be printed. There 
will be few major changes. I have received comments from a review 
committee and only a few substantive changes have been suggested. 
The major findings are all in the present draft of the book. 

In considering the capital potentially available to the mortgage 
market, I have found it most useful to include only the totai of long- 
term funds that have been invested by financial intermediaries from 
the savings that have been placed with them. 

In this context, $227 billion flowed into the capital market—long- 
term investments—during the decade 1948 to 1957. 

Of this amount, the largest portion went to residential mortgages. 
This is important at least to indicate that mortgages have attracted 
a large share of capital funds. The total was some $70 billion, con- 
siderably more than flowed into any other sector of the capital market. 

That the share of capital funds invested to finance the building and 
purchase of homes has been larger than the share invested to finance 
other long-term activities is significant, but more significant, I believe, 
is the extent of variation or instability in residential mortgage flows 
in the past decade. That there has been instability, both absolutely 
and relative to other capital market investments, is clear. What the 
underlying factors are and what role Federal policies have played is 
somewhat less clear. 

An examination of the immediate postwar period indicates that 
residential mortgage flows were not marked by instability. An in- 
creasingly large flow of funds went into the mortgage market, and 
this was the result of several factors that I have noted in my written 
statement. The problem begins really after the Federal Reserve- 
Treasury accord and the post-Korean restrictive controls. Then the 
renewed effectiveness of monetary policy began to impinge on resi- 
dentia] markets. 

The record shows clearly that the rise and fall of mortgage flows, 
both absolutely and relative to other capital market flows, has coin- 
cided with periods of general credit ease and restraint. 

Residential mortgage flows, moreover, have generally been more 
volatile than other types of capital market flows. The question 1s 
why have changes in general credit availability fallen with heavier 








180 STUDY OF MORTGAGE CREDIT 


impact on residential mortgages than on other capital market in- 
struments? For the answer you have to look into the various mort- 
gage components—FHA, VA, and conventional type loans. 

I have attached at the end of my statement for the committee’s 
convenience the charts which appeared in my original monograph 
in the printed study. 

A quick examination of these charts shows clearly the volatility 
that has characterized the residential mortgage market. 

Senator Muskie. Your full statement and the charts will be in- 
cluded in.the record. 

Mr. Kiaman. Thank you. These charts come from my full study. 

The record is clear that volatility in residential mortgage markets 
has been much greater than in any other sector of the capital market, 
and that this volatility has been confined to the FHA and VA sectors. 

The rapid decline in residential mortgage flows which occurred 
between 1955 and 1957 is explained almost. “entirely by the drop in 
federally underwritten mortgage lending. Of the total net drop of 
$4 billion in this period, $3.6 billion, or 90 percent, was accounted 
for by VA and FHA loans. Similarly, of the earlier sharp expansion 
of $3 billion during 1955, $2.8 billion was in VA and FHA loans. 

Thus, the volatility in residential mortgage markets has been con- 
centrated in the federally underwritten mortgage sector. Conven- 
tional mortgage flows have been relatively stable. 

Evidence based on study and observation shows clearly that this 
ebb an flow of mortgage funds has coincided with narrowing and 
increasing spreads between FHA and VA interest rates established 
by law and regulation and flexible yields on other capital market 
securities determined by competitive market forces. 

In the early postwar years, maximum interest rates on FHA and 
VA mortgages were substantially higher than on long-term Govern- 
ment obligations or on high-grade corporates. As shown in chart 3, 
the spread is quite evident, and during these years money flowed in- 
creasingly into residential mortgage markets. There was ver y little 
restraint. This was a tremendously expansive market which lenders 
found quite attractive. Demand was high, and there were few in- 
hibitions on either the demand or supply side. It was one of the most 
exuberant periods in residential finance we have ever experienced. 

In other capital market sectors demands were lower but the supply 
of funds was probably less than could have been used. Mortgage 
rates were at a level substantially higher than other rates and the 
Government guarantee made these instruments nearly riskless. 

Now, it is ‘probably true that some shifting of funds goes on be- 
tween the federally underwritten and conventional mortgage sectors, 
so that residential mortgage market instability should be measured 
by the degree of overall volatility. But even by this measure it is 
clear that inflexible interest rates on VA and FHA loans have been 
a prime factor in the recent record of instability in housing markets. 

To be sure, this has been so only since monetary policy, has been 
effected. But it is neither the objective nor indeed is it within the 
power of the Federal Reserve to allocate credit to particular markets. 

Senator Muskie. Would you want to comment at this point on 
Mr. Smith’s suggestion ? 

Mr. Kiaman. Yes, gladly, now or later? 
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Senator Muskm. At any time it would be convenient. 

Mr. Kiaman. My own feeling is, Senator, that fixed interest rates 
at any level are uneconomic and unsound when you consider that 
flows of funds and demands go on within the context of the capital 
market. And I think if public policy decides that a level of interest 
rates has to be established by Government fiat or administrative de- 
cision within a market where all other yields are free, you are con- 
stantly going to be faced with administrative and legislative problems. 

It is going to be difficult administratively to decide when to raise 
the rate. It is going to be difficult for the administrator to raise the 
rate in the face of considerable opposition. 

If the rate were set at a high enough ceiling, clearly there would 
be no problem. If FHA rates, which have a 6 percent maximum, 
were now administratively set at this maximum, there would be no 
problem of discounts. 

The legislative differential established between VA and FHA, I 
think, has clearly been unsound. This action has made very little 
economic sense. It has disturbed the VA market tremendously. There 
is little justification for it. Being a veteran myself, I hardly see the 
need for this kind of paternal protection which ultimately does very 
little good for the veteran. 

The fact that interest rates are an important cost element in home 
purchase should not obscure the fact that when you maintain an artifi- 
cial submarket interest rate, together with other credit terms which 
stimulate demand, the result may well be a rising price level for houses 
because excessive demands converge on a limited supply of resources. 
Ultimately the highest bidder prevails, and while he pays 4 percent for 
his loan, the price tag on the house is substantially higher than it 
otherwise would have been. 

I think this reflects quite unsound policy. And while the veteran 
may be unaware of this fact, it is not really doing him much justice 
under the guise of protection. 

Senator Muskie. What is the effect of controlling downpayments 
on the flow of capital into—— 

Mr. Kiaman. Lower downpayments? 

Senator Muskie. Lower or higher. What is the effect of control of 
downpayments on the flow of capital into a particular area ? 

Mr. Kuaman. You are talking about downpayments and not 
interest rates any more ? 

Senator Muskir. Downpayments now. 

Mr. Kiaman. Well, clearly when you reduce the downpayment 
required for house purchase this adds to demand. At least it brings in 
some marginal demand which would otherwise not be there. And 
this is, I think, clearly a market force. It makes demand for mort- 
gage credit larger than it otherwise would have been. 

enator Muskie. Does it attract capital into—— 
a Kriaman. Oh,no. I think this operates clearly from the demand 
side. 

One factor that attracts capital other than yield is the institutional 
lender’s decision—and this varies by type of institution—to add more 
mortgages to his portfolio because he feels he has a smaller proportion 
than he should have—and it may be an arbitrary decision. 


I go into this point actually in the second part of my paper. May I 
continue ? 
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Senator Musxir. Why don’t you ? 

Mr. Kiaman. The point I want to stress here is that in this investi- 
gation the whole question of free versus relatively flexible interest 

rates by some measure or other must come in for examination, because 
any objective review of the record will show the instability that has 
existed and if instability is a concern, then this interest rate problem 
is a concern. 

If you go back to the 1934 National Housing Act, one of the elements 
that brought the Government into housing was an attempt to help 
stabilize a market which it has probably, in the last 10 years, done 
more to unstabilize than any private force could have done. 

Senator Muskie. In the context of current. conditions, would you 
differentiate between a free interest rate, a flexible interest rate, and 
high interest rate / 

Mr. Kiaman. Differentiate the meaning or the desirability ? 

Senator Muskie. The effect. 

Mr, Kiaman. The effect? Well, first of all, if you have a flexible 
rate, my Own view is you would have a larger overall flow of funds 
into the housing market. This does not mean that the housing market 
can always compete equally with other sectors of the capital market. 
The small home borrower may perhaps always have a problem in com- 
peting for funds with a large business borrower. 

My point is that a flexible rate at least gives the home mortgage 
borrower an opportunity to compete on equal terms as far as the mar- 
ket permits and undoubtedly, because of the Federal guarantee, 
would permit a much more even flow of funds into the market, partic- 
ularly in the VA sector. 

I think this is very important for the stabilizing effects it would 
have. 

You cannot have a building industry operating on up and down—— 

Senator Muskie. In times of relative prosperity the free interest 
rate and flexible rate both mean high interest rates ? 

Mr. Kiaman. Well, the point is—all right. Sure. The question 
is—and this is a public policy dec ision—How far are you willing to 
go in the direction of restraining private market forces from operat 
ing? Are you going to let the ‘flow of funds be determined by the 
factors which the private market determines are important in alloc: 
ing investment into business securities, into State and local ie 
ment securities, or in mortgages ? 

If you are unwilling to let the private market operate because public 
policy decides there is a greater need in one area than another, then 
I think you run into this problem of public policy taking out of the 
market decision area more and more of what ‘has formerly been 
left to the private area, and then you begin to wonder what has 
priority. 

Are you going to say that we need a million houses and therefore 


we have to channel the flow of funds into mortgages, and that we: 


also need 2 million schools and we are going to channel « million 
dollars into schools ? 
How far along the road away from the private market decision are 
you willing to take us? 
This is the question. 
It is perfectly true that the interest rate will reflect the demand for 
capital relative to the available supply, and here is where long-term 
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savings are crucial. During periods when long-term funds are plenti- 
ful, interest rates will decline, and if you look at the record you will 
find that the home mortgage borrower—during periods when interest 
rates were falling—did not always achieve the benefit of this lower 
rate. 

On the contrary, the VA loan and the FHA loan particularly went 
to a premium. And who derived the benefit from this? The 
mortgage originator who was paid a premium for his loan by the 
institutional investor anxious to get an FHA 5 percent loan, for ex- 
ample, in a market where alternative rates were much lower. 

It has only been in the last year or so that some lenders—and I might 
say that savings banks in Boston were in the forefront—were making 
available to borrowers FHA loans at a lower rate than the administra- 
tive rate. But this is not typical. 

And so when yields really #all and the FHA rate is established at 
514 percent, this rate generally prevails in the market—that is the 
Government- established rate usually becomes the market rate. 

Senator Musxkir. Let me ask you this question: When we have an 
interest rate established by Government policy or legislative policy 
or monetary policy, does not the private market tend to close the gap 
between this rate and the rate which a free market would produce by 
establishing discount rates ¢ 

Mr. Kiaman. The discount will never be operative effectively below 
a certain point. 

There are factors here other than market factors. 

Large institutional lenders will shy away from mortgages which 
carry high discounts because they are unwilling to be associated in 
the public mind with “gouging” or any other term which the C ongres- 
sional Record and congressional hearings are full of. The idea that 
2 percentage points below par are fine, 3 points are justifiable, but 
that 7 points are hardly in good conscience nor socially justified has 
often been expressed by congressional leaders. 

So you have Congress establishing what is a “fair” discount and 
what is not a “fair” discount by some arbitrary means. And the large 
life insurance companies—and I am sure if you ask Jim O’Leary, w ho 
is coming here tomorrow, this point, he will agree with it—just are 
unw illing to touch the VA market when alternative yields are so high 
as to require large discounts. 

And you do not have to ask him. Just look at the record. 

The insurance companies did not reenter the VA market in volume 
in 1958 when rates became a little more attractive because discounts 
were still too steep. The savings banks did because they operate in 
a different way. Savings and loans are often unwilling to go through 
the complexities of discounts in their direct dealings with borrowers. 

This is not the real way to operate this kind of a market. Discounts 
operate in all sectors of the capital markets, including the market for 
U.S. Government bonds. But no sector operates under the legal re- 
strictions present in the mortgage market where discounts cannot be 
passed on to the borrower. 

Senator Muskie. At what point does the discount rate become un- 
conscionable ¢ 

Mr. Kiaman. From an economic standpoint, there is no such thing 
as an unconscionable discount rate. The market places a value on the 
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security or loan. Lenders determine the best investments available 
in which to place their depositors’ funds. The market will determine 
the yield needed in a certain context. You find that in certain times 
the discount—and this will vary all over the country as your staff 
well knows—is a terrific problem, which is why I say that you cannot 
legislate an overall rate. 

“The rate right now in California on FHA loans may be 95. In Bos- 
ton for a long time such loans were at par. The Boston market is, of 
course, an nnusual market. Sav ings institutions are heavily concen- 
trated there. There is a surplus of funds. Savings banks often are 
seeking out-of-State investments. Not so in California. Not so in 
Nevada. 

So you have discounts varying all over the map. 

The point is I do not think that this particular question involves 
social policy. It is a question of economics in the sense of what yield 
is required to attract funds. 

And from the standpoint of the lender, he is, after all, simply an in- 
termediary investing the savings of others. And he is simply looking 
to place these funds at the most advantageous return. 

In discussing other aspects of the availability of funds you have to 
consider social objectives and welfare aspects, and this is—— 

Senator Muskie. You are getting to the moral objectives now ? 

Mr. Kraman. Yes. 

I ask the question here, “What is adequacy?” The study is directed 
to what is an adequate amount of funds and how can we increase the 
supply of funds? 

And here I think you have got a really tough problem, because 
whatever the criteria of adequacy, if public policy becomes committed 
to having an adequate supply of mortgage credit available at all times 
the problems of keeping such a policy within reasonable social and 
economic bounds will begin to mount. 

While increased and improved housing facilities for all ef our citi- 
zens should be among our Nation’s leading goals, of importance also 
are provisions for expanded and improved educational facilities, 
health centers, roads and highways, plant facilities, and national 
defense. 

Are the funds for all of these basic requirements to be provided in 
the main through private financial market processes, or will we have to 
establish some system of financial priorities and allocations? Should 
housing be singled out for special consideration because of its im- 
portant social implications when there are fundamental social needs 
associated with other economic activities as well? 

These are, I think, the fundamental questions which confront public 
policymakers in this field. 

Moreover, to achieve economic growth with a relatively stable price 
level, it will be important for Federal housing policy to be established 
within the framework of monetary and fiscal policies. 

Housing credit policy cannot be made in an economic vacuum. 
There will undoubtedly be periods in the 1960’s, as there were in the 
1950’s, when it will be in the best long-run public interest for housing 
demands to be temporarily restrained as the Nation seeks to main- 
tain the integrity of the dollar. 
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Public policy, therefore, should not be unalterably committed to the 
ready availability of mortgage credit regardless of overal] economic 
and financial conditions. 

There is, furthermore, a direct relationship between our ability to 
prevent inflationary pressures and the availability of residential mort- 
gage funds in the years ahead. This is so because the availability of 
mortgage credit depends ultimately on the volume of long-term sav- 
ings. And an increased flow of savings depends impor tantly on allay- 
ing fears of inflation on the part of ‘the American consumer. 

If an inflationary psychology dominates the long-term actions of 
consumers and investors, it will be difficult to increase the flow of 
residential mortgage funds. 

Thus, while in the short run it may appear that residential mort- 
gage markets suffer at the hands of an anti-inflationary monetary and 
fiscal policy, only through such a policy can the supply of mortgage 
credit be increased in the ] long run. 

On the specific possibilities of potential mortgage expansion, if such 
is desired. Fundamental to any projection is the fact that current 
sources of mortgage funds are very heavily concentrated in the four 
main types of financial institutions—savings and loan associations, 
savings banks, life insurance companies, and commercial banks. These 
institutions accounted for nearly nine-tenths of each dollar of mort- 
gage funds that flowed into residential mortgages during the decade 
ending in 1957. 

In the decade ahead, therefore, the growth of the pool of residential 
mortgage credit will depend heavily on the continued willingness.and 
ability of individuals to save a portion of their current income in the 
form of bank deposits, savings and loan shares, and life insurance 
premiums. 

If, in an atmosphere of general price stability and continued eco- 
nomic growth, the flow of savings in the decade ahead approaches the 
same rate as in the preceding decade, and if the four main types of 
financial institutions continue to invest about the same proportion of 
their assets in mortgages, we might have a flow of funds in excess of 
$160 billion, which is nearly double the 1948-57 flow. 

Admittedly, the rate of asset growth of these financial institutions 
in the recent decade has been unusually large reflecting special cir- 
cumstances which may not prevail in the decade ahead. But even 
if the rate of growth falls off somewhat, the pr ojected volume of mort- 
gage flows may be approached if financial institutions are willing to 
increase the proportion of their assets invested in mortgages. 

The prospects for such an increase are more likely for commercial 
banks and life insurance companies than for savings and loan asso- 
ciations and mutual savings banks. Savings and loan associations, 
especially, are already investing over four-fifths of their assets in 
residential mortgages and have little room for further expansion. 
Mutual savings ‘banks have increased their mortgage investments 
sharply to an all-time high of over 60 percent of assets, and this pro- 
portion is likely to increase only slowly in the years ahead. 

A gradual increase does seem likely, however, it seems to me, and 
this share could well approach 70 percent in the decade ahead if cur- 
rent trends which are now manifesting themselves continue. 
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For both types of mutual thrift institutions, the potential availabil- 
ity of mortgage funds will be influenced by any changes in Federal 
tax policy. An increase in tax liabilities might tend to reduce the 
flow of savings and hence the availability of mortgage funds. Mort- 
gage inv estments of s savings banks might also be reduced as a result 
of the increased appeal of tax- -exempt securities if their present tax 
status is changed. 

Life insurance companies and commercial banks, though increasing 
their mortgage investments markedly in recent years ,each hold a con- 
siderably smaller share of their assets in residential loans than do sav- 
ings and loan associations and mutual savings banks. 

Consider ing the broad capital market investment orientation of life 
insurance comapnies, however, many investment officers feel that 
present mortgage holdings are ample relative to other assets and to 
low war-end mortgage levels. 

Nevertheless, port folio investment policy is not static, and chang- 
ing yield relationships might well lead to an increase in the industry's 
relative investments in mortgages. While yield is but one determinant 
of the pattern of life insurance company ‘investments—portfolio di- 
versification, mortgage correspondent considerations being others— 
it is perhaps the most important. 

It should not be forgoten, moreover, that the present proportion of 
mortgage holdings in life insurance company portfolios—a little more 
than a third—while high relative to other recent years, is well below 
historic highs. Under appropriate conditions, therefore, there is no 
reason why life insurance company mortgage loans could not rise to 
over two-fifths of total assets, the proportion prevailing through most 
of the 1920’s 

Considering the basic orientation of commercial banks to short- 
term credit markets, it is understandable that commercial banks de- 
vote only about 10 percent of their assets to mortgage loans. Com- 
mercial bank participation in residential mortgage markets through 
construction loans and interim financing, however, often does not show 
up in their real estate loan statistics. 

A significant change in general commercial banking practice in re- 
cent years is the aggressive > seeking of time and savings deposits from 
individuals. If commercial bank time deposits continue to expand 
markedly, the industry as a whole may be willing to devote an increas- 
ing share of assets to long-term mortgage investments. Though there 
has not been any clear relationship between time deposits and mort- 
gage investments in recent years, a closer relationship could emerge if 
deposits g grow increasingly important and yields on residential mort- 

gage loans are attractive relative to business loans. At any rate, there 
is a real possibility here for a relative increase in residential mort- 
gage flows. 

I think from both the commercial bank and life insurance com- 
pany points of view there is nothing in their present operations which 
suggests present proportions are here to stay, so that if we do not 
get the flow of funds through increased savings it is possible that 
we can get an increasing proportion of savings devoted to the mort- 
gage market. 

Senator Muskie. You say there is no indication that the present 
proportions will obtain. Is there any indication that the present 
proportions will change? 
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Mr. Kuamay. In the sense that 
Senator Muskie. You simply expressed a hope here. 

Mr. Kiaman. The point is that in the past they have been con- 
siderably larger. Life insurance companies invested a much larger 
proportion of assets in mortgages in previous years. 

Senator Muskie. So the trend is down? 

Mr. Kiaman. But reversed very sharply at the end of the war. 
You had a period before the war in the 1920’s when the proportion 
of real estate loans was very high. Then came the real estate collapse 
following which for some time life companies—and other investors— 
were dissuaded from the safety of real estate investments. 

Came the war and all financial institutions got loaded with Gov- 
ernments. After the war they unloaded these holdings rapidly and 
life companies increased their percentage of assets in mortgages 
sharply from less than a sixth to well over a third. A very rapid rise, 
indeed. Their residential mortgage portfolio position may be con- 
sidered quite adequate now. 

But if mortgage rates are high relative to alternative investment 
opportunities and insurance sales continue to grow, I see no reason 
why two-fifths is not as safe a proportion for mortgage loans particu- 
larly if Government-underwritten mortgage holdings expand, as a 
third. 

Senator Muskre. To what extent are commercial banks likely to 
get into FHA? In some States—that is true of my State—they steer 
away, 

Mr. Kiaman. It is a little bit different in Maine. Commercial 
banks in general are fairly active in FHA markets, though. Of 
course, as you may know, w hen Marriner Eccles was Chairman of the 
Federal Reserve Board back in the 1930’s this was one of the main 
points he made in advocating the FHA program—that idle funds 
from the commercial banking system would be attracted into fed- 
erally insured mortgages. And over the years commercial banks have 
invested considerable sums in FHA mortgages and might expand 
these amounts if they continue to emphasize thrift accounts as they 
have in the last 2 years. 

But apart from these four main types, of intermediaries I think 
that the greatest potential for an expanding source of mortgage funds 
lies in the large miscellaneous types of financial institutions. You 
have got personal trust funds, noninsured pension funds, credit 
unions, fire, casualty and marine insurance companies, and fraternal 
orders, which combined had over $120 billion of assets in 1956 and 
have substantially more by this time, although there is no accurate 
figure available. 

Only about 2 percent of this aggregate amount was invested in 
mortgages at the end of 1957. 

Moreover, this percentage has been virtually unchanged since 1947. 

A large expansion in assets is anticipated for these institutions in 
the 1960's and a considerably greater proportion might be invested 
in residential mortgages if traditions, prejudice and ignorance could 
be broken down. 

Senator Muskie. May I ask you a question at this point about credit 
unions ? 

Mr. Kriaman. Yes. 
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Senator Muskie. The statutory limit on term for Federal credit 
unions is 3 years. If the term were extended, would that tend to 
encourage credit unions to get into the market ? 

_ Mr. Kiaman. I think so. I mention legal difficulties and problems 
in the next paragraph. 

Credit union funds represent the smallest proportion of the total 
held by miscellaneous lenders, I might say. What I am really getting 
at is the large aggregation of personal trust funds and noninsured 
pension funds which are looking for safe outlets. And I could almost 
summarize this without reading it. 

The point is that they have been prejudiced by the past. Trust 
fund managers and pension fund managers are unfamiliar with the 
complex individual mortgage instruments. They do not want to be 
bothered by stacks of paper. They get a corporate bond that is worth 
several million dollars, and this is fine. They clip the coupons. They 
understand it. It is clear. 

Some breakdown of this ignorance of mortgage market operations 
has been achieved by enterprising mortgage bankers who have or- 
ganized a private company in New York to meet this problem, make 
mortgages available, service them with no problems, almost like clip- 
ping coupons. It took them a couple of year to break down this 
resistance. 

They have been increasingly successful, but they still encounter a 
good bit of resistance particularly among personal trust funds partly 
because of the experience in the 1930's. 

It is noteworthy that back about the turn of the century trust funds 
had two-fifths of their assets in mortgages. Now they are down to 
2 percent. 

Actually we do not know what the residential mortgage holdings of 
these miscellaneous institutions are. I have been talking about total 
mortgage holdings. And if the committee is focusing on residential 
credit, I urge that one thing the committee could do in connection 
with this excellent ‘investigation is to encourage better reporting of 
statistics on residential mortgage-credit. 

We do not know what the residential mortgage holdings are among 
individuals and miscellaneous institutions. Current figures that exist 
represent little more than guesswork. 

Carl Coan served with me on the Census Advisory Committee on 
Residential Financing, and suggestions to this Committee from a 
body like this would have effect and force concerning the need for 
improved statistics. 

The kind of information I made available in two studies for the 
National Bureau, which I am sure the staff is familiar with, has 
apparently filled a great need judging from the demand for them. 
The data included in these studies need to be brought up to date. 

Some funds in support of such projects can and will come from 


private sources. My studies were financed entirely from private 


funds. 
Mr. Chairman, this concludes my statement. Tables and charts 


are available which illustrate what I have tried to say. 
I would be glad to answer any questions, if there are any more. 
Senator Muskie. Senator Proxmire, do you have some questions? 
Senator Proxmire. Yes, Mr. Chairman. 
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You say: 


There will undoubtedly be periods in the 1960’s, as there were in the 1950’s, 
when it will be in the best longrun public interest for housing demands to be 
temporarily restrained as the Nation seeks to maintain the integrity of the dollar. 

That follows the sentence in which you talk about the prime work 
of monetary and fiscal policies. 

Are you referring primarily to policies of the Federal Reserve 
which would tend to tighten credit and increase interest rates as a 
means of attempting, in their judgment, to cope with inflationary 
forces ? 

Mr. Kriaman. Senator, in part. I am referring also perhaps more 
importantly to a basic and effective coordination of public policy 
so that at a time when resources are limited and the Federal Reserve 
is attempting to restrain the pressures of excessive demands, other 
arms of the Government do not at the same time try to stimulate 
housing demands by liberalizing credit terms and thus hurt the efforts 
torestrain inflationary pressures. 

In my judgment, when the economy is operating at full capacity 
of resources liberalizing credit does nothing more than add demand 
pressures for a housing “supply which cannot be increased readily. 

I think an example is what occurred immediately after the war in 
the years 1946-48, when there were tremendous pressures for housing. 
The needs were great. There is no argument on this point. The 
question was whether you could satisfy these needs by simply making 
credit more readily available and not adding one single square foot 
of lumber or brick or mortar. You simply added six demanders 
where one was before competing for the same supply or a very grad- 
ually growing supply, because the process of capital formation 1s not 
one that can be speeded up as rapidly as FHA can change down- 
payment requirements. 

Senator Proxmire. What I am talking about is the fact that as the 
Federal Reserve Board acts to tighten credit, under present circum- 
stances what they do is to increase interest ‘rates generally, not to 
shorten the length of time during which automobiles or homes have to 
be paid for. It seems to me that the only effect there in damping 
down a demand is to increase the cost for ‘certain selected services— 
selective services which require long-term financing to purchase. 

In other words, all the Federal Reserve is doing, it seems to me, 
in saying they are using monetary policy to restrain inflation, is in- 
creasing “the cost of a home, increasing the cost of an automobile, in- 
creasing the cost of an appliance. They are doing nothing else. 

And by increasing the cost sufficiently, they discourage people from 
buying. 

This is the same thing as saying the way to stop inflation is to let 
prices go up and if prices go high enough people will be discouraged 
from buying. 

I know that is not Ricardian theory, but it seems to me Ricardian 
theory was conceived before we had 2 Oth century statistics. 

Mr. Kiaman. Senator, Ricardian theory is not applicable in the 
20th century, but I do not think this is Ricardian theory. 

Senator Proxmire. E xcept for shortening the 

Mr. Kiaman. My feeling in this can be simply stated. The Federal 
Reserve has no direct control over prices and costs. And what they 
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attempt to do is adjust the availability and cost of credit through 
changes in commercial bank reserves. 

If you say that costs and prices of houses and other durable goods 
are going to rise by this process, then I would have to question this, 
because if credit is shut off, in ‘effect then, a potential home buyer 
cannot come into the market competing for houses because he has no 
access to loanable funds. 

On the other hand, if you 

Senator.Proxmire. May I interrupt at that point and say I think 
that is exactly right. What happens is that the people are dis- 
couraged—people who cannot afford to come in because credit is too 
costly or those people who are not sufliciently stable and regular cus- 
tomers of a bank so that the banks will maintain their credit under 
any ec ircumstances. 

In other words, it is a question of discrimination against weak 
borrowers rather than strong borrowers. 

The statistics we have had presented to us by savings and loan 
economists, for example, demonstrate the effect of the hard money 
policy in 1955, 1956, and 1957 primarily was a terrific drop in housing 
starts and a great increase in business investment in capital and equip- 
ment. 

Mr. Knaman. But this was not the result of monetary policy. If 
my statement has any validity—— 

Senator Proxmire. Why not ? 

Mr. Kiaman. I say it is only indirectly the result of a monetary 
policy impinging with much greater impact on the federally under- 
written sector of the mortgage market which, because of infle ‘xible in- 
terest rates, is not free to adjust to free market forces. 

Senator Proxmire. Oh, youare right. That is correct. 

But the initiative was in the monetary policy. The fact is with 
VA, FHA, and so forth, there are frictions which are as responsible 
perhaps—— 

Mr. Kiaman. I do not like to disagree with you, because I am 
so fully in accord with your other views in the Senate. The point 
is——— 

Senator Proxmire. That is very encouraging. It is hard to find 
somebody who is. 

Mr. Kiaman. But I am not taking sides in your recent disagreement 
with the majority leader, with whom the savings banking industry had 
a very nice visit last month. 

The point Ll am making is—and do not let my 12 years with the 
Federal Reserve lead you to believe that I am biased. When I was 
there I had very little to do with establishing monetary policy. The 
point is that you have to distinguish between what your goals and 
objectives are in the short run versus the long run. 

I tried to say it in my paper. While in the short run it might ap- 
pear that those of us w ho need credit are being discriminated against, 
in the long run I think we are much better off by being able to achieve 
a greater degree of price stability. Because ultimately who is the 
greatest loser in an inflationary period? It is the person you are very 
much worried about—the person on a fixed income who cannot keep 
up with rising prices. 

And the Federal Reserve is our only watchdog against inflation 
which results from all of us trying to do too much at the same 
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time. We need more schools, more highways, more defense, more 
plants, more everything. How are we going to pay for these facilities 
all at once with limited resources without weakening the integrity of 
the dollar? And if this happens, where is the long-term saving going 
to come from for housing ? 

And if prices continue to rise, how is the potential small home buyer 
going to come into the market ultimately 4 

Senator Proxmire. I could not agree with you more that inflation 
has a terrible impact on people w ith fixed ine omes, old people, and so 
forth. 

Sut you assume all the way through that monetary policy is effective 
and that if people had bought fewer homes, for example, in the 1956— 
57 period that it would have helped restrain inflation. 

The fact is during this period we had a surplus of labor 

Mr. Kuaman. During the recessionary period. 

You admit that monetary policy is eifective by saying it impinges 
very heavily on residential markets. 

Senator Proxmire. I think it is effective in keeping people from buy- 
ing homes during some of these periods. But I would disagree that this 
was a period in which the purchase of an additional 25,000 homes or 
25,000 more housing starts, say during 1956, would have aggravated 
the price level seriously. 

Mr. Kuaman. It is hard to quantify by “this much” [indicating]. 
But if you look at the experience of housing costs in the last decade, 
as I am sure you have, you can see that the rise has been quite substan- 
tial—a much greater rise in housing costs than in most other com- 
modities. 

Senator Proxmire. Oh, certainly, but you would not say that has 
much to do with supply and demand. It hasa lot to do with the labor 
situation, the technological situation. 

Mr. Kuaman. During 1946 to 1950 when monetary policy was inop- 
erative completely, we had a tremendous rise in housing costs and 
prices, and you had veterans coming in during that period—— 

Senator Proxmire. We had a rise in all kinds of prices. 

Mr. Kiaman. But housing costs were right on top. And veterans 
were coming in being encouraged to buy, assuming obligations over a 
30-year or 25-year period that the vy had no right to assume considering 
their incomes, many of them. 

We have had an unusu: ally good record though. 

Inflation has hidden a lot of errors we have made. But the point is 
that we had a situation where the Federal Government was encourag- 
ing demand for a limited number of resources, and during that period 
the Federal Reserve was the only foree—and the record is clear on 
this—arguing against these stimulants to credit and hence to demand 
when any objective economic observer could see that our resources 
were already being utilized at capacity. 

And the point is currently your alternative choice of making credit 
readily available so that competition for resources will rise when we 
can expand at only such a rate, is inflationary. I do not know what 
alternative choice you have. 

Senator Proxmire. Let me just very quickly give you a couple of 
alternatives. 

No. 1, we have the alternative of governmental policy, fiscal policy, 
and possibly a farm and labor policy, that might affect it, although I 
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recognize that the problems are very, very serious. But, nevertheless, 
that kind of policy might be more effective. 

No. 2, we have a kind of credit policy of limiting the period of time 
during which people can pay for a home or pay for a car, as we have 
done before. In other words, instead of giving them 3 years to pay 
for an automobile, you contract it to 18 months or to 24 months. 

Mr. Kiaman. You are advocating selective controls? 

Senator Proxmire. Selective controls—of that kind, yes. Very 
limited,selective controls. 

Mr. Kiaman. Which would also reduce demand and keep low-in- 
come persons out of the market because of inability to meet the 
monthly payments. 

Senator Proxmire. Yes, but the point is that you do not permit 
them to come in and pay a higher price. Over the long run, the long 
pull, you are not curing inflation by inflation. 

Mr. Kiaman. Your current policy permits them to come in and pay 
a higher price? I do not see how if they have credit 

Senator Proxmire. If they are willing to pay higher interest rates 
they are in a strong position now. 

Mr. Kriaman. The Federal Reserve is in a position if it wants to, 
I think, to bring any boom to a halt. This might very well lead to 
severe downward adjustments. But if the Federal] Reserve decides to 
restrict on the reserves of commercial banks, it can bring about a halt 
to credit expansion. And if you halt credit expansion or the avail- 
ability of credit, you are eventually going to halt a business boom. 

And in this question about who is discriminated against, if you 
look at Ramsay Wood’s excellent paper in the study which the commit- 
tee sponsored—it is rather abstract and it is not as easy to follow as 
some of the others—but I think he points out very clearly that the cash 
buyer—maybe one of those very prudent, thrifty individuals who has 
saved for many years—is discriminated against very severely when 
the credit terms are so eased as to permit more demanders to come in 
and generally raise prices. 

He has pointed this out very clearly in a very scholarly paper. And 
he is one of our really top people in the field of real estate credit. 

Sure, when you restrict credit you hurt the fellow that needs credit. 
This is always going to be the case. And if you call that discrimina- 
tion, what you are saying is that you do not want Federal Reserve 
credit policy to operate. “And if you are opposed to the operation of 
Federal Reserve policy then I think you oppose one of our most 
effective forces in the battle to maintain economic growth on a sound 
basis. 

Because once you say that the Fed should not restrain credit, what 
vou really are saying is that it should always expand credit, or at 
least not do anything to restrain it. 

Senator Proxmirr. I am saying there are several ways you can re- 
strain credit. And I think, furthermore, the Federal Reserve should 
recognize the weak borrowers are people like home borrowers, are 
people like municipalities, that need homes, that need schools, that 
need streets, that need community facilities. These are the people 
who are hurt by hard money requirements. 

Mr. Kraman. I agree with that. 

Senator Proxmrre. On the other hand, the people who are benefited 
by that kind of policy are people who—— 
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Mr. Kiaman. If your policy is put into effect, you would still have 
discrimination against schools and hospitals and highways, not being 
able to compete in the market with Government-underwritten instru- 
ments. 

Senator Proxmire. That is correct 

Mr. Kiuaman. And this isa severe policy. 

Senator Proxmirr. But my argument is that over a period of time 
they would not have to pay more. 

In other words, if a home buyer 

Mr. Kuaman. I think they would have to pay less in terms of price 
if the Federal Reserve were permitted to operate. 

Senator Proxmire. They would pay less if we shortened the credit. 

Mr. Kiaman. Oh, I agree. 

Senator Proxmire. Is that not right? 

Mr. Kiaman. [agree with you. But you are still going to restrict 
in this way. There is a definite point to consider in selective credit 
controls. I myself, having had some limited exeprience with regula- 
tion X, think it isa very difficult thing to administer. 

I have not thought through the subject completely, but I would 
be inclined to say that before selective credit controls are recom- 
mended a great deal of thought must be given to the problems asso- 
ciate with them. 

When we had regulation X, for example, we were not sure what the 
terms should be to achieve a certain result. We were not sure after 
the terms were established, moreover, what results we were achieving, 
because the statistics were so slow in coming in. 

The administration of such a control is tremendously difficult and in 
itself results in inequities. 

This is also true of consumer credit controls. 

And when you get into the question of selecting a certain area of 

control, you raise a lot of problems as well as solve some. 

I think if this committee is concerned with the question of instability 
and the welfare of the home buyer in the competitive market that one 
of the first and most salutary things it can do is to consider the problem 
of fixed interest rates on federally aided mortgages. 

Senator Proxmrre. Let me conclude my colloquy. Incidentally, 
you have done a grand job here. 

Mr. Kiraman. Thank you. 

Senator Proxmire. Let me conclude by saying at a period when we 
are not growing fast enough, when even though people say that we 
have reduced our unemploy ment we still have far too many people out 
of work, when in most industries we have excess plant capacity, when 
there is an enormous amount that we could do that we are not doing 
because we have these unutilized natural and physical and human re- 
sources, to keep thinking constantly in terms of somehow tightening 
down the economy, slowing it down, and to do it in such a way that 
we damage the weakest people in the economy and we penalize the 
services that are most urgently needed, it seems to me this policy is 
extremely questionable. 

People like you, who have had a great deal of experience in this area, 
could help us greatly if you could suggest : alternatives that could help 
us to stabilize perhaps but at the same time work far more vigorously 
than we have in expanding the economy. 








194 STUDY OF MORTGAGE CREDIT 





Mr. Kiaman. You do agree it is important to achieve growth with a 
relatively stable price level 

Senator Proxmire. But I think in the areas perhaps of labor rela- 
tions and the reasons of fiscal policy we can do more than we are doing. 

Mr. Kiaman. Lagree with this. And the question you have touc hed 
on is certainly I think the prime economic challenge—achieving eco- 
nomic growth at a level which will provide employ ment opportunities 
for all who wish to work and at the same time not permitting inflation- 
ary forces to get out of hand so as to ultimately bring about the de- 
struction of our private enterprise economy. 

When you made the point that there is a certain amont of excess 
capacity and unemployment which is rapidly being absorbed we also 
are witnessing at the same time an paeroventen of inflation. Even 
though price levels have been stable for a year, you do not have to look 
far to see these undercurrents. Our F sional ‘Government, the most 
stable in the world, has trouble selling its own securities. And right 
now the Federal Government is coming up for financing in June 

Senator Proxmire. Exactly. And this is a function of it. Why do 
they have trouble selling them? 

Mr. Kiaman. A function of inflation, because there are other op- 
portunities to— 

Senator Proxmire. A function of their own policies. 

Mr. Kuaman. To bring the budget under control is what they 
should do. 

Senator Proxmire. They can now with open market operations and 
rediscount—— 

Mr. Kiaman. That isthe Federal Reserve. That ismonetary policy. 
I am talking about the Federal Government. 

Senator Proxmire. This is exactly what makes it difficult for them 
to sell their securities, is it not? It is just a function of that / 

Mr. Kriaman. The point is: Why should the Federal Government 
run a deficit during a period of expansion and have to come out on 
the market with issues that are unattractive relative to other invest- 
ments? It is a function of long-term savings, if you really want to 
get down toit. A country as rich as ours 

Senator Proxmire. The fact is that interest rates have been in- 
creased enormously. 

Mr. Kiaman. But we have not done it. 

Senator Proxmire. In the year 1959, we are refunding a tremen- 
dous proportion of our debt, over $50 billion this year. 

Mr. Kiaman. Alj right. 

Senator Proxmire. And because we have done this it is going to 
cost us a billion dollars of additional spending by the Federal Gov- 
ernment just to service the national debt, for which we get nothing. 
Nothing at all; is that right? 

Mr. Kiaman. The question is interest rates rose from a point where 
they had already fallen pretty steeply in 1957, and even then I mean 
what was the point then? If you keep interest rates low all the time— 
I mean I do not believe that you want to leave the implication that 
the Federal Reserve can decide to come in and raise the interest rate— 
say by half a point. Even if they wanted to do this, they could not. 

Senator Proxmire. They can do it any time they want to by open 
market operations. 
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Mr. Kiaman. Oh, no. But they could not judge how much they 
could raise it. If you observe the rediscount rate, you will see that 
it follows the market, not leads it. This is strictly use of monetary 
policy which is—— 

Senator Proxmire. Are you telling me the Federal Reserve Board 
has no power to increase or decrease interest rates ? 

Mr. Kiaman. Great power. 

Senator Proxmire. Of course they do. 

Mr. Kiaman. But not with a view to increasing rates directly and 
precisely. They look at the market and see that rates have alre sady 
risen as they have, and in response to this, recognizing the existence 
of inflationary pressures, try to come in ‘and do what they can to 
prevent any further inflationary push. 

Senator Proxmie. All they do is buy Government securities, 

Mr. Kuaman. Or raise the rediscount rate or tighten up reserves 
They do not decide, “The bill rate is now 38 percent; therefore we 
want it higher; therefore we are going to come in and make the redis- 
count rate 3 6 percent.” 

On the contrary, at the moment you will see the rediscount rate is 
lower than the bill rate. The commercial banks have an opportunity 
to do some trading and make a profit. 

Senator Proxmire. Why not buy Government securities and drive 
the interest rate down? That is what they could do. 

Mr. Kiaman. By the same token you make credit more readily 
available. What you are saying is: Why not make credit more readily 
available during a period 

Senator Proxmire. During a period such as today when we have 
3,750,000 unemployed and excess plant capacity. When our economy 
is not growing fast enough. 

Mr. Kiaman. The only point we disagree on is a very simple one. 
It is simply where the economy now stands. I mean I think we are 
on the edge of a $500 billion economy with tremendous 

Senator Proxmire. We should have been there 2 or 3 years ago. 

Mr. Kiaman. Perhaps. But why did we have this recessionary 
decline? Maybe the fact that the economy grew at an unsustainable 

rate resulted in maladjustments. Price rises, labor rigidities, admin- 
coed prices which prevented the kind of re adjustments necessary to 
keep us growing at a sustainable rate. 

The point is if you sit in the councils of the Fed and observe, you 
know that the Board listens to all the economic advice it can get, 
follows all the key economic indicators. Their attempt is to keep the 
economy growing at a sustainable rate, not to have it grow so fast it 

cannot be sustained and then come down which is what we had. 

Why did it decline in 1957-58? Is this also the Federal Reserve's 
fault ¢ 

Senator Proxmire. Compare our rate of growth with any country— 
not Russia, but take West Germany. 

Mr. Kiaman. I think the question relative to resources is who 
can—— 

Senator Proxmire. Do it in terms of constant dollars corrected for 
population increase, and you find we have been growing at a very, very 
slow rate. 

Mr. Kiaman. But this is the difference between a free economy and 
the one they have in Russia. They can achieve tremendous rates of 
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growth by keeping people at a starvation level of existence, by reduc- 
ing consumer goods, by reducing nondurable goods, so durables are 
poured out——— 

Senator Proxmme. West Germany has a free economy. 

Mr. Kiaman. Yes; but I mean they have done it with tremendous 
help from us. 

Senator Proxmire. My point is—and I do not want to prolong this, 
because I think you are doing a good job and I am sure the chairman 
has other things to do 

Senator Muskie. This reminds me of a game of ticktacktoe, which 
nobody wins. 

Senator Proxmire. I simply repeat that when we do have unutilized 
resources it seems unwise to tighten credit and slow down the growth 
of the economy. 

Mr. Kiaman. I agree. It is a question how rapidly you want to 
absorb them. 

Senator Proxmire. Thank you, Mr. Chairman. 

Senator Muskie. This discussion reminds me of something that 
Herbert Spencer said in the 19th century when he referred to the 

“wise severity” of natural economic forces, that they have to be a 
little cruel in the short run in order to be very kind in the long run, 

Mr. Kiaman. I think I would accept this point of view, depending 
on how cruel. 

Senator Proxmire. I might then add that I would go along with 
Keynes’ statement that in the long run we are all de: 1d. That long 
run just seems to goon and on. 

Senator Muskie. I was interested in your statement when you sug- 
gested that as a conclusion the residential mortgage flows of the four 
basic types of financial institutions in the next decade would exceed 
$160 billion, or nearly double the 1948-57 volume. Do you think that 
the supply of mortgage credit in the decade of the 1960's will be suf- 
ficient to meet our residential housing needs if we were to adopt your 
philosophy of monetary controls? 

Mr. Kraman. Well, yes; I think this gets us into the area of social 
policy, but if you have some estimate of needs—which again I think 
your staff will agree can vary by wide margins depending on how you 
define “need,” and usually it is based on household formation and 
these figures are rather in: adequate and just assume that the rapid ex- 
pansion in population is going to set off these needs—it is a question 
of whether you are ti Uking about need or effective demand. And this 
I think is again an acute distinction for public policy, how many needs 
you are going to try to satisfy. 

And for some of the projections that have been made, this mortgage 
amount, depending on what happens to prices, would probably. not 
be sufficient. Because if you have rising price levels, the same amount 
of mortgage money is not going to go as far as it did in the preceding 
decade, 

I think more work probably needs to be done in evaluating the con- 
cept of housing need than perh: ups any other concept, Senator. 

What is going to happen in me 1960’s in mortgage flows or any- 
thing else is an educated guess. I do not think any economist should 
come up here and try to convince you that he has all the answers: 
he does not. What he is trying to do is—based on current trends of 
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economic development—project, rather, predict certain things. This is 
something that you can discuss on an economic basis solely, and the 
social, political issues go around on the fringes. 

When you get into a question of need, this is where the ball gets 
dropped in your lap. Your job is to determine what is need and how 
far down the scale you are going to go to say that the Government is 
going to come in and improve our housing supply and meet all the 
needs, Fundamentally, this is an area which needs very careful 
ex: ong and maybe the committee will not get so far as to con- 
sider it, but I think fundamental policy really requires the com- 
aise A reexamine the basic role of the Federal Government in 
housing generally. 

In other words, we have had a Federal housing program for 25 
years, in effect, say, the guarantee part. We had conditions in 19382, 
when the Federal Home Loan Bank System started, which are certain- 
ly different than prevail now. We have had the mortgage guarantee 
and insurance system for some 25 years for FHA and since 1945 for 
VA. 

The question is: Is this ad infinitum or have there been enough 
changes to suggest that the role of public policy in this area needs 
to be modified ? 

The Federal Government has paved the way, has really shown 
lenders the advantages of the amortized, long-term mortgage with 
low downpayment. This is excellent and it has added a tremendous 
amount of mobility to the mortgage, a crucial factor. 

But the question is: Is the mortgage instrument so risky basically 
in comparison with other capital market instruments that the Federal 
Government has indefinitely to guarantee and insure this instrument 
under any conditions you w ‘ant to establish before private lenders will 
put money in this area ? 

This is a question that is fundamental. 

The question as it is phrased in this committee’s investigation is: 
Does the decade pose problems which require Federal legislation? 
That is excellent. The question is: Where does Federal legislation 
belong? 

And in the expansion of this question I believe the statement said: 
How can we increase the availability of credit in the residential 
mortgage area? This is again the question that I say should be con- 
sidered. Do we have to increase it relative to our other needs? Does 
it have to be increased by non-private-market means? 

And the danger I mean clearly—I am not crying socialism or any- 
thing like that—the danger clearly is as the Government takes on 
more areas unto itself to help us meet our needs, where do you stop? 

I think schools—I do not think there is any disagreement—are 
equally important. And, as Professor Smith pointed out, so is plant 
expansion. And defense cannot be questioned. And you are going 








Senator Musxre. Let’s measure need by these two criteria: First, 
that we ought to meet the new housing requirements of new house- 
holds; second, that we ought to eliminate substandard housing. If 
we measure needs by these two criteria, are these legitimate objec- 
tives for Federal policy ? 

Mr. Kraman. I think when you get into an area—well, broadly 
defined—I would agree that public policy belongs in those areas 
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where the private economy has shown over the years that it is unwil- 
ling to operate. And, clearly, there is a level in housing below 
which the private sector finds it uneconomic to participate. But 
this does not necessarily mean that Government has to provide home- 
ownership for all citizens. This is one of the things that gets confused. 

Everybody in this country does not have to own a “home. It is 
possible to provide adequate housing facilities in rental quarters. It 
is true that the great Ameri ican dream is to own a home. But we 
do not ,haye to become a nation of 100 percent homeowners. You 

can provide nice rental fac ifthe economically in many areas, 

I think the area that the Federal Gov ernment needs to participate 
in is that in which private lenders, builders, building materials sup- 
pliers, and so forth will not operate. 

As a counterpart, I Mae that the Federal Government clearly 
belongs in urban renewal. I do not think that city and State govern- 
ments and local municipalities can operate in this area by themselves, 
And certainly the private area needs some help here partly because 
of high costs of land ac quisit ion. 

I think this is probably an area which needs to be examined very 
carefully and more funds made available perhaps within our con- 
text of needs as I pointed out. 

But the other areas I think need some reexamination in terms ot 
framing public policy. 

The point is this: Just because something has been here for 25 
years it needn’t be here forever. Iam suggesting that perhaps fruitful 
inquiry can be had by examining basic questions involving all exist- 
ing Federal housing programs. 

Senator Muskie. Do you think these questions are receiving ade- 
quate attention in the executive branch ? 

Mr. Kuaman. Right now? 

Senator Musk. Yes. — . 

Mr. Kriaman. I think that in the executive branch of Government 
the question of the overall coordination of public policy is receiving 
attention. This includes Federal housing policy within the frame- 
work of monetary and fiscal policy. 

This is a key to effective operation of govenmental programs. You 
cannot have two arms—I do think you can have two arms—of the 
Government operating at cross-purposes. 

Senator Muskie. Interesting theory. 

Mr. Smith, I saw you nodding your head several times during the 
colloquy between Senator Proxmire and Mr. Klaman, and I wondered 
if you were prompted to make any comments? 

Mr. Smiri. Yes, I have several comments. 

First, basically we agree on quite a lot of things. We obviously 
do not agree on this flexible versus fixed-interest-rate ceiling. 

T have jotted down a few things that occurred to me. 

I think there is one little point. Mr. Klaman’s statistics on the 


flows of funds into mortgages somewhat exaggerate the share that — 


mortgages have been getting by overlooking the fact that two-thirds 
of corporate investment is internally financed and does not go 
through the capital market at all. That is, most of the housing— 
the mortgages—is financed through the market, and a much higher 
proportion of corporate investment is financed internally. 
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Corporations finance two-thirds of investment by retention of 
earnings and depreciation allowances. You have to bear that in 
mind in judging the share of saving housing has been getting. 

I would like to talk a minute about this fixed-interest rate versus 
the flexible rate business. 

One thing Mr. Klaman seemed to contend was that when we fix 
the interest rate at artificially low levels on Government-supported 
mortgages, the result of this is to encourage demand in this area to 
an uneconomic extent and the high demand drives up prices and 
people are really worse off because they have to pay higher prices for 
their houses. 

It seems to me that this is just exactly the opposite of the way 
things have worked. 

Mr. Kiaman. I did not say that. 

Mr. Smiru. Thatis what I understood you to say 

Mr. Kiaman. No, no, that is not my point. 

Mr. Smirx. Because it seems to me what has happened is that as a 
result of having rigid interest rates we have kept the demand down 
in times when demands were high. And I feel certain that housing 
prices would be higher today if we had had flexible interest rates 
because of the fact that in our economy we have downward rigidity 
of prices. When prices are pushed up during boom periods they do 
not come back down again during recessions. Wages, for example, 
go up but they do not come down. And the price structure in gen- 
eral is rigid in a downward direction. 

So I think by keeping the demand down in times when we have 
inflationary periods we have contributed to keeping the general level 
of prices from drifting up as much as it otherwise would. 

Senator Muskie. I wonder if Mr. Klaman would care to comment 
on that ? 

Mr. Kriaman. First of all, when Mr. Smith was up here I thought 
that he was sort of making both points, that the inflation of rates is 
a problem in the housing market, but that the contracyclical effects 
of fixed rates are good. This is a point that has been expressed by 
soine others—namely, that it is an effective contracyclical device, 
unintended. 

Senator Musxkrr. Accidental ? 

Mr. Kiaman. Accidental completely. That it has been contra- 
cyclical in the overall, this I think is certainly true. The question 
is whether it is wise public policy to impose an artifical interest rate 
and to put the entire burden of restraint on the housing sector and to 
bring about resulting rigidities and maladjustments within the hous- 
ing sector so that builders find it hard to operate and to maintain a 
labor force, and whether the harmful effects of such a policy more 
than offset any possible advantages. 

But it is contracyclical. What really happens, of course, is that 
when demand for credit is high and mortgages cannot compete, funds 
go elsewhere, and the impact of monetary policy is greater on the 
residential sector? Do you want that? 

While the overall effect is contracyclical the housing sector is un- 
stabilized, and because it influences a lot of other sectors, this in- 
stability is transmitted to other areas 
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If you want this, then I suggest you rewrite some of the original 
objectives in the housing legislation—which in part are to stabilize 
a market which has been the subject of several investigations and 
studies because of its inherent instabilities. 

Mr. Smiru. Could I comment on that one? 

In the first place, this is precisely what I did argue for—taking this 
thing which has been an accidental stabilizer and deliberately recog- 
nizing it and using it as a device to stabilize the economy by con- 
tinuing. contracyclical movements in residential construction. 

I am not sure, and I think it would take a great deal of study to 
determine, whether if you made interest. rates flexible the housing in- 
dustry would be any less unstable than it is now. 

I am sure instead of being contracyclical it would exhibit pro- 
cyclical fluctuations. That is, in times when demand went up housing 
would boom, and when demand fell off it would contract. The ques- 
tion is whether these expansions and contractions would be as big as 
they are now. They would be undesirable from the standpoint that 
they would accentuate the business cycle instead of working against it. 

But I do not think that without a great deal of thought and study 
of this problem one could be sure that the instability would be any 
greater. It would just show the opposite pattern, I believe, from 
what it does now. 

I think this is related somewhat to the point Senator Proxmire 
made. Much of what he said I agree with. I have been a critic from 
time to time of monetary policy of a general nature because I think 
that the studies that have been carried out indicate that most types of 
expenditures are extremely insensitive to interest rates, particularly 
business capital expenditures. 

One reason for that is the point I mentioned earlier. So much of 

the expansion is financed internally. And the interest rate has nothing 
to do with it. 
Secondly, so many businesses have market power, and they are able 
to pass along any increase in interest rates that they experience and 
are oftentimes not operating at maximum profits anyway and can 
recoup any increase in interest costs that they experience. as a result 
of that. 

Senator Musxtr. Is it not also true that through the tax deduction 
Uncle Sam pays half of any increase? 

Mr. Smiru. That is to some extent, I think, a phony argument, be- 
cause while the interest is tax exempt, income is subject to tax, too, 
and it affects both sides of the calculation. 

So I am not so sure that this is as important as it is sometimes said 
to be, although there may be something to it. 

But another point is that interest costs are so small anyway in busi- 
ness calculations, and business plans are subject to so much uncer- 
tainty, that a corporation planning a plant expansion is unlikely to 
be discouraged by a half a point or a one-point change in the interest 
rate. 

The result is, with the inflexible demands it takes very big fluctua- 
tions in interest rates to stabilize the economy. 

I am inclined to think that the downturn in 1958 can be explained 
partly by the fact that we relied so much on monetary policy in the 
preceding expansion, and monetary policy did not work very well in 


bri 
far 
cutl 
I 
con 
avo 
| 
tak 
] 
wh: 
Pre 
om 
( 
ti01 
of : 
mo 
clu 
wo 
me 
eve 
] 
fluc 
7 
tig 
go 
flat 
1 
tio 
to 
Sto 
cre 
for 


the 


thi 
lit 
su] 
an 
mi 


vo 
to 





STUDY OF MORTGAGE CREDIT 201 


bringing the capital goods boom to a halt. And investment went very 
far and generated substantial excesses in capacity, which resulted in 
cutbacks in investment plans. 

I suspect that with a more precise policy, one that had been able to 
control investment better in that boom, we might have been able to 
avoid some of these imbalances and not had that problem. 

But the point is that as long as we rely on free markets I think it 
takes tremendous fluctuations in interest rates to stabilize the economy. 

If we rely on some additional gimmicks or selective controls, or 
what have you—such as the consumer credit controls that Senator 
Proxmire suggested—this may make it possible to stabilize the econ- 
omy without es large fluctuations in interest rates. 

One of the selective controls I am talking about is the one I men- 
tioned here. It is true we could try to control housing by other types 
ot selective controls; by controlling dow npayments and maturities of 

mortgages. As Mr. Klaman points out, this is an awkward and 
clumsy weapon. It seems to me that we have a weapon that has 
worked fairly well in the rate ceilings, and I would suggest experi- 
menting with it a little bit to see if we cannot maybe make it work 
even better by recognizing it as a deliberate control device. 

In this way maybe we could exert stabilizing effects without as large 
fluctuations in interest rates. 

There is one point that Senator Proxmire mentioned: When you 
tighten up credit and stop inflation, this is inflationary because prices 
go up. I think the basic point we have to remember here is that in- 
flation is not a rise in prices. It is rising prices. It is a spiral. 

When there are pressures in the economy that tend to create infla- 
tion, it is quite true we may have to let the price level go up a little bit 
to stabilize. Almost anything you do in the way of public policy to 
stop inflation is going to cause prices to go up. In the case of tax in- 
creases—some of the tax increases are going to be passed on in the 
form of higher prices. 

But, nevertheless, the problem is to get to equilibrium and to stop 
the spiral. 

If interest rates have to go up a little bit, this is all right. The 
thing that bothers me is interest rates may not have to go up just a 
little, but a lot, because of inelasticity of the various demand and 
supply curves. That is the fact that interest rates are not too import- 
ant in most calculations and it takes pretty big swings in them to do 
much goed. 

By introducing some rigidities or interfering with the market, if 
you want to call it that, in a few strategic sectors, we may be able 
to accomplish something in the way of making monetary policy work 
(a) better and (6) without as large interest rate fluctuations. 

Mr. Kiaman. I just have one or two further comments. 

Whether residential financing has obtained the largest share of 
capital market funds or not, it is : perfectly true that internal financing 
by corporations is very important. What we are talking about, I 
think, is the availability of savings through financial intermediaries. 

By the same token, it is also true that home buying to some extent 
is financed internally. I mean, if you are going to make this kind of 

calculation, what you have to do is calculate what the downpayment 
is and how much cash is put into housing, which is, percentagewise, 
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less than mes rations retain for their own financing of capital im- 
provements; but the point is that corporations generate these internal 
profits and depreciation allowances and do not put any pressures on 
the demand side. We are talking about the total availability of credit 
externally for mortgages, and I think when you consider this, you can 
deal more concretely with the total volume of funds that is made avail- 
able through savings through financial institutions. Otherwise, you 
have got to consider ratios of dow npayment to value of house purchase. 

Mr. Surry. I quite agree. The only thing is if you are trying to 
decide whether residential construction is getting an adequate share 
of saving, you must consider funds obtained from internal sources. 

Mr. Kaman. This is the question, if you define saving broadly. 
1 was limiting savings to liquid savings flowi ing through these institu- 
tions. 

Mr. Smiru. In terms of assessing market pressures, you are quite 
correct. 

Mr. Kiaman. In financing corporate demand you find the sources 

funds are entirely different. You do not find the concentration 
among the four main types of financial institutions. 

And with respect to the flexibility, again nobody can forecast or 
yredict exactly what would happen if. rates were acme: I say, as 
iene Smith suggests: Let’s experiment with some other kind of 
techniques. Let’s experiment for awhile with flexibility. We have 
experimented a great deal with rigid interest rates, and we found they 
bring about tremendous dislocations in fund flows. 

The housing market has been characterized by instability in the 
past. The point is: We have learned a lot since then. We have got 
new kinds of instruments. If the Government-underwritten: instru- 
ment is continued it will be able to compete a lot better for capital 
funds than was the case in the past. 

It is perfectly true that corporations are not greatly influenced by 
the interest rate in their borrowing plans. This fact limits the ability 
of the home mortgage borrower to compete for funds because as in- 
terest. rates rise a little the corporate borrower is not deterred as Mr. 
Smith rightly points out, but the mortgage borrower is prevented by 
Federal statute or administrative decision to compete freely on the 
basis of interest rate. 

What I am saying is: For awhile instead of letting the Federal 
Government determine what is best for the individual and what he 
should pay, let’s give him a change to compete equally with other de- 
manders and.other borrowers. Let’s see how well we do under these 
conditions. 

If we do not do well, let’s try something else. 

But you are not giving us a chance to compete. 

Senator Muskie. I will say, gentlemen, that I have enjoyed serv- 
ing as “coat holder” for this argument. I would like to echo Senator 
Proxmire’s observation that you have made an meialeeing. contribu- 
tion, both of you, to our discussion here this morning. I found it 
stimulating and interesting. 

(Mr. Klaman’s prepared statement follows :) 
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STATEMENT OF SAUL B. KLAMAN, ECONOMIST, NATIONAL ASSOCIATION OF MUTUAL 
SAVINGS Banks, NEW YorK, N.Y. 


Mr. Chairman and members of the committee, my name is Saul B. Klaman 
and I am economist for the National Association of Mutual Savings Banks. For 
12 years prior to my association with the savings banking industry I was on 
the staff of the Board of Governors of the Federal Reserve System and for 1 
year was on special leave to the National Bureau of Economic Research. 

I would like first of all to commend the subcommittee for its scholarly ap- 
proach to the subject under consideration. In obtaining the objective views of 
qualified individuals in universities, industry, and Government, the subcommit 
tee and its staff should be better able than otherwise to answer the basic question: 
“Does the decade 1961-70 pose problems in private housing and mortgage markets 
which require Federal legislation by 1960?” 

The specific question to which I have been asked to respond concern the 
availability of residential mortgage credit—the record during the past decade 
and the prospects during the decade of the 1960's. My remarks today represent 
a Summary of the paper which I prepared for the subcommittee earlier, and 
which is included in the “Study of Mortgage Credit,” printed as a subcommittee 
document in December 1958. 


Residential mortgage credit 1948-57 


For the purposes at hand, I have found the most meaningful interpretation 
of total capital funds potentially available for residential mortgages to embrace 
all additions to savings, through financial intermediaries and other sources, 
which are typically placed in long-term investments. During the decade 1948-57, 
some $227 billion of funds flowed into the Nation’s long-term credit markets 
(table 1). Of this amount, residential mortgages represented by far the largest 
single outlet, absorbing $88 billion or nearly two-fifths of the total, compared 
with $70 billion for corporate securities, $34 billion for State and local govern- 
ment securities, and $20 billion for nonresidential mortgages. Moreover, in all 
but 3 years of the decade, annual flows into residential mortgages exceeded 
those into each of the other main capital market sectors, and usually by a wide 
margin (chart 1). 


TABLE 1.—Net flow of funds into capital market securities 


{Amounts in billions of dollars] 


Residential mortgage 
flows 
Net capital eee Net capital ati 
market P market 
flows ! Percent of flows ! Percent of 
Amount total net total net 
capital 


eanital 
flows flows 


sntial mortgage 
flows 


37.8 
33.3 
50. 0 
41.7 
30. 4 
31.4 


! Includes flows of funds into corporate securities, State and municipal, and Fed 


leral obligations, 
mortgages. 


Source: Board of Governors of the Federal Reserve System and National Bureau of Economie Resea 
That the share of capital funds invested to finance the building and purchase 
of homes has generally been larger than the share invested to finance other 
long-term activities is in itself a significant fact. Even more significant, I 
believe, is the extent of variation or instability in residential mortgage flows 
in the past decade. That there has been instability, both absolutely and rela- 
tive to other capital market investments, is clear (see chart 1). What the 
underlying factors are and what role Federal policies have played may be less 
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CuartT 1 


Net Annual Flows of Capital Funds, 1948-1957 
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clear. (For a detailed consideration of this question I respectfully refer the 
committee to a draft of a study on the “Postwar Residential Mortgage Market” 
which I have recently completed for the National Bureau of Economic Research. ) 

Instability in residential mortgage flows.—In the immediate postwar years 
there was little evidence of instability in residential markets. An unusual 
combination of expansionary forces—large backlog needs for housing, high 
incomes, relatively full employment, war-accumulated savings, liberal Federal- 
sponsored credit programs, highly liquid financial institutions—combined to 
bring about a rapid, and almost uninterrupted, increase in residential mortgage 
flows. Net investment in residential mortgages rose by 80 percent between 
1946 and 1950. The 1950 volume of $8.7 billion stood as a record until 1954 
and represented one-half of the net flow of funds into the capital markets, a 
rate of absorption not since equaled (table 1). During the 5-year period, 1946- 
50, the volume of residential mortgage flows was half again as large as the flow 
into corporate securities and more than three times the flow into State and 
municipal obligations. 

This unique period came to an end with two highly significant events—the 
Korean outbreak in mid-1950 and the Federal Reserve-Treasury aceord in March 
1951. Not again has there been such an extended period during which residen- 
tial mortgage funds were so readily available. On the contrary, after 1950, 
alternating forces of credit restraint and expansion have been accompanied by 
considerable instability in residential mortgage lending, with the net volume 
rising to a new peak of $13.4 billion in 1955 and declining sharply to $9.2 billion 
in 1957 (table1). 

Clearly, the renewed effectiveness of monetary policy has had a profound 
effect on residential mortgage markets. The record shows that the rise and 
fall of mortgage flows, both absolutely and relative to other capital market 
flows, has coincided with periods of general credit ease and restraint, respec- 
tively. Residential mortgage flows, moreover, have generally been more volatile 
than other types of capital market flows. The question is why have changes in 
general credit availability fallen with heavier impact on residential mortgages 
than on other capital market instruments? For the answer, it is necessary to 
look behind the totals into component FHA, VA, and conventional mortgages. 

Such an examination reveals that the rapid decline in residential mortgage 
flows which occurred between 1955 and 1957 is explained almost entirely, by 
the decreased availability of federally underwritten mortgages (chart 2). 
Of the total net drop of $4 billion in this period, $3.6 billion or 90 percent was 
accounted for by VA and FHA mortgage flows. Similarly, of the earlier sharp 
expansion of $3 billion during 1955, $2.8 billion was in VA and FHA loans. Thus, 
the volatility in residential mortgage markets has been concentrated in the 
federally underwritten mortgage sector; conventional mortgage flows have been 
relatively stable. 

Free versus flexible interest rates.—Evidence based on study and observation 
shows clearly that the ebb and flow of residential mortgage funds since 1950 
has coincided with narrowing and increasing spreads between FHA and VA 
interest rates, established by law or regulation, and flexible yields on other 
capital market securities, determined by competitive market forces. 

In the early postwar years maximum interest rates on FHA and VA 
mortgages were substantially higher than on long-term Government obligations 
or on high-grade corporate securities (chart 3). Accordingly, the ready 
availability of federally underwritten mortgage funds during these years— 
and in the light of other expansive Federal policies—is readily understood. 
Between 1950 and 1953, however, rising yields on competitive securities were 
followed by a decline in federally underwritten mortgage flows. In subsequent 
years of credit ease, when capital market yields declined sharply, the flow of 
FHA and VA mortgage funds rose to new peaks. Finally, the record rise in yields 
on corporate, State and local, and Treasury securities during the 1956—57 period 
was accompanied by a rapid reduction in VA and FHA mortgage flows. Through- 
out these years of great volatility in federally underwritten mortgage markets, 
conventional mortgage money flowed far more evenly, as conventional interest 
rates were freely adjusted by lenders and borrowers negotiating in free markets. 

It is probably true that some shifting of funds goes on between federally 
underwritten and conventional mortgage sectors, so that residential mortgage 
market instability should be measured by the degree of overall volatility. Even 
by this measure, however, it is clear that inflexible interest rates on VA and 
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CHART 2 


Net Annual Flows of Home Mortgage Funds by 
Type of Mortgage, 1948-1957 
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FHA loans have been a prime factor in the recent record of instability in 
housing markets. ‘To be sure this has been so only since monetary policy has 
been an effective force in our economy. but it is neither the objective nor, 
indeed, is it within the power of the Federal Reserve to allocate credit to partic- 
ular markets. Individual lenders and borrowers, competing in free markets, 
are the ultimate determinants of types of credit flows and their uses. ‘The 
policy of maintaining maximum interest rates on Government underwritten 
mortgages, however, has interfered with free market processes and has inten- 
sified the impact of monetary policy on residential mortgages flows. This policy, 
I suggest, needs careful reexamination. 

Availability of residential mortgage funds, 1961-70 

There are two aspects to the question of the potential availability of residential 
mortgage funds in the 1960's. The first involves some value judgments and public 
policy decisions of what constitutes an adequate share of credit for the residential 
mortgage market; the second concerns objective judgment about the outlook for 
mortgage credit. Both are important to the issue at hand. 

What is adequacy.—Whatever the criterion of adequacy, if public policy be- 
comes committed to having an adequate supply of mortgage credit available at 
all times, problems of keeping such a policy within reasonable social and economic 
bounds, will begin to mount. While increased and improved housing facilities 
for all of our citizens should be among our Nation’s leading goals, of importance 
also are provisions for expanded and improved educational facilities, health 
centers, roads and highways, plant facilities, and national defenses. Are the 
funds for these basic requirements to be provided, in the main, through private 
financial market processes, or will we have to establish some system of financial 
priorities and allocations? Should housing be singled out for special considera- 
tion because of its important social implications when there are fundamental 
social needs associated with other economic activities as well? These are funda- 
mental questions confronting public policymakers. 

Moreover, to achieve economic growth with a relatively stable price level, it 
will be important for Federal housing policy to be established within the frame- 
work of monetary and fiscal policies. Housing credit policy cannot be made in an 
economic vacuum. There will undoubtedly be periods in the 1960’s, as there were 
in the 1950’s, when it will be in the best long-run public interest for housing de- 
mands to be temporarily restrained as the Nation seeks to maintain the integrity 
of the dollar. Public policy, therefore, should not be unequivocally committed to 
the ready availability of mortgage credit regardless of overall economic and 
financial conditions. 

There is, furthermore, a direct relationship between our ability to prevent 
inflationary pressures and the availability of residential mortgage funds in the 
years ahead. This is so because the availability of mortgage credit depends 
clearly ultimately on the volume of long-term savings. And an increased flow of 
savings depends importantly on allaying fears of inflation on the .part of the 
American consumer. If an inflationary psychology dominates the long-term 
actions of consumers and investors, it will be difficult to increase the flow of 
residential mortgage funds. Thus, while in the short run it may appear that 
residential mortgage markets suffer at the hands of an anti-inflationary monetary 
and fiscal policy, only through such a policy can be supply of mortgage credit be 
increased in the long run. 

Potential mortgage expansion.—What then is the outlook for mortgage funds 
in the decade ahead? Fundamental to any projection is the fact that current 
sources of mortgage funds are concentrated among four main types of financial 
intermediaries—saving and loan associations, mutual saving banks, life insurance 
companies, and commercial banks. These institutions accounted for nearly nine- 
tenths of each dollar that flowed into residential mortgages during the decade 
ending in 1957 (table 2). In the decade ahead, therefore, growth of the pool of 
residential mortgage credit will depend heavily on the continued willingness and 
ability of individuals to save a portion of their current income in the form of 
bank deposits, savings and loan shares, and life insurance premiums. 
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TABLE 2.—-Residential mortgage loan investments of main types of financial 
institutions 


[Amounts in billions of dollars] 


| 
Outstanding Dec. 31, | Net flows 1948-57 
1957 | 


Type of lender | 



















Amount | Percent | Amount Percent 


7 


All lenders. ethan nibh vie ies Bek iin . eat 121.3 | 100. 0 87.5 | 100. 0 
Main financial institutions. -_...............-...---- 101.5 83. 7 76.9 87.9 
Savings and loan associations._..____- 39.3 32. 4 | 30.6 | 35.0 
Life insurance companies._._.--..-.-- 26.1 | 21.5 | 21.0 | 24.0 
Mutual savings banks-_.-- : cen 19.0 | 15.7 | 15.1 17.3 
Commercial banks. -- a, cad maa ‘ 17:1) 14.1 | 10.2 11.7 
| ——— 
All other lenders. ___- ass sea aaa 19.8 | 16.3 | 10.9 12.8 





Source: Board of Governors of the Federal Reserve System, and Sau] B. Klaman, ‘‘The Volume of Mort- 
gage Debt in tre Postwar Decade,”’ op. cit., tables 16-19, and 37-40. 























If, in an atmosphere of general price stability and continued economic growth, 
the flow of savings in the decade ahead approaches the same rate as in the decade 
1948-57, and if the four main types of financial institutions continue to invest 
about the same proportion of their assets in mortgages, then their residential 
mortgage flows will exceed $160 billion, nearly double the total 1948-57 volume. 
Admittedly the rate of asset growth of these financial institutions in the recent 
decade has been unusually large reflecting special circumstances which may not 
prevail in the decade ahead. But, even if the rate of growth falls off somewhat 
the projected volume of mortgage flows may be approached if financial institu- 
tions increase the proportion of their assets invested in mortgages. 

The prospects for such an increase are more likely for commercial banks and 
life insurance companies than for savings and loan associations and mutual sav- 
ings banks. Savings and loan associations, especially, are already investing over 
four-fifths of their assets in residential mortgages and have little room for further 
expansion (table 3). Mutual savings banks have increased their mortgage in- 
vestments sharply to an alltime high of over 60 percent of assets and this propor- 
tion is likely to increase only slowly in the years ahead. A gradual increase does 
seem likely, and the share of mortgage investments in mutual savings bank port- 
folios may approach 70 percent in the decade ahead. 


TABLE 3.—Relationship of mortgage loans to total assets of main types of 
financial institutions, Dec. 31, 1957 


{Amounts in billions of dollars] 





Percentage of assets in— 


Type of financial institution Totalassets| Po  taR 
Total mort- | Residential 










gages mortgages 
scant - sian —— aaa SS 
Py eneS GENE LOO GRRODINTIONE < 56 oo oon Si deen nncenn cnn smanes | 48.3 83.0 81.4 
EE ELE LLL LLL LE 35. 2 60.2 | 0 
ee SS SEES LLANE LETTE TEs ES 101.0 34.9 25.8 
UII cS ne cacieiarusmec emmmmes 222.7 10.5 4.9 








Source: Board of Governors of the Federal Reserve System and National Bureau of Economic Research. 





For both types of mutual thrift institutions, the potential availability of mort- 
gage funds will be influenced by any changes in Federal tax policy. An increase 
in tax liabilities might tend to reduce the flow of savings and hence the avail- 
ability of mortgage funds. Mortgage investments of savings banks might also 
be reduced as a result of the increased appeal of tax-exempt securities. 
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Life insurance companies and commercial banks, though increasing their mort- 
gage investments markedly in recent years, each hold a considerably smaller 
share of their assets in residential loans than do savings and loan associations 
and mutual savings banks. Considering the broad capital market investment 
orientation of life insurance companies, however, many investment officers feel 
that present mortgage holdings are ample relative to other assets and to low 
war-end mortgage levels. Nevertheless, portfolio investment policy is not static 
and changing vield relationships might well lead to an increase in the industry’s 
relative investments in mortgages. While yield is but one determinant of the 
pattern of life insurance company investments—portfolio diversification, mort- 
gage correspondent considerations being others—it is perhaps the most important. 

It shoufd not be forgotten, moreover, that the present proportion of mortgage 
holdings in life insurance company portfolios about:-35 percent—while high rela- 
tive to other recent years, is well below historic highs. Under appropriate con- 
ditions, therefore, there is no reason why life insurance company mortgage loans 
could not rise to over two-fifths of total assets, the proportion prevailing through 
most of the twenties. 

Considering their basic orientation to short-term credit markets, it is under- 
standable that commercial banks devote only about 10 percent of their assets to 
mortgage loans, substantially less than the other main types of financial institu- 
tions. Commercial bank participation in residential mortgage markets through 
construction loans and interim financing, however, often does not show up in 
their real estate loan statistics. 

A significant change in general commercial banking practice in recent years is 
the aggressive seeking of time and savings deposits from individuals. If com- 
mercial bank time deposits continue to expand markedly, the industry as a whole 
may be willing to devote an increasing share of assets to long-term mortgage 
investments, Though there has not been any clear relationship between time 
deposits and mortgage investments in recent years, a closer relationship could 
emerge if deposits grow increasingly important and yields on residential mort- 
gage loans are attractive relative to business loans. At any rate, there is a real 
possbility here for a relative increase in residential mortgage flows. 

Perhaps the greatest potential for an expanding source of mortgage funds lies 
in the miscellaneous types of financial institutions—personal trust funds, non- 
insured pension funds, credit unions, fire, casualty, and marine insurance com- 
panies, and fraternal orders. These institutions had aggregate assets in excess 
of $120 billion at the end of 1956, of which less than $3 billion or 2 percent were 
in mortgages (table 4). Moreover, this percentage has been virtually unchanged 
since 1947. A large expansion in assets is anticipated for these institutions in 
the 1960's and a considerably greater proportion might be invested in residential 
mortgages if traditions, prejudices, and ignorance were penetrated. 


TABLE 4.—Relationship of mortgage loans to total assets of miscellaneous types 
of financial institutions 


[Dollars in millions] 


Dec. 31, 1956 Dec. 31, 1947 


Type of institution Mortgage loans Mortgage loans 
Total 
assets 

Amount Per- Amount Per- 

cent cent 


Personal trust funds-_-.......------ oe 5, , 490 2.0 $48, $1, 170 
Fire, casualty, and marine insurance companies 2, 5 160 ~7.4 ae 69 
Noninsured pension funds. ----- , 654 | 288 6 4, 276 30 
Credit unions a nee aes ee ae 35 .s 44 | 
‘ 1, 184 | 


, 010 , 708 2.2 | 67, 22! 1, 497 





Source: Board of Governors of the Federal Reserve System, and Raymond W. Goldsmith, “Financial 
Intermediaries in the American Economy Since 1900," supplementary appendixes, National Bureau of 
Economic Research, New York, 1958. The 1947 figure for total assets of personal trust funds is an inter- 
polation of Goldsmith’s estimates for 1945 and 1949, 
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The reasons generally given by these institutions for minimizing mortgage 
investments include legal difficulties, lack of appropriate technical staffs, the 
need to meet short-term obligations, and complexities of mortgage instruments. 
These and related barriers are hardly insuperable. Pension funds have already 
shown an increasing interest in mortgages as managers have been sold on 
their advantages and acquisition problems have been eased by mortgage bankers. 
Further education as to the nature and advantage of mortgage investments is 
essential. The Federal Government, through this committee and other agencies, 
ean help by making and sponsoring appropriate studies comparing the invest- 
ment performance of mortgages with other types of capital market instruments. 

Personal trust fund managers, for example, turned away from mortgages 
pecause of the loss experience during the 1930's. Only 2 percent of their $75 
billion in assets is now invested in mortgages, compa red with some 10 percent 
in 1929, and as much as 40 percent back around the turn of the century. It is 
true, of course, that the declining share of mortgages reflects also the increased 
availability of alternative investments, particularly corporate stocks, and the 
ease of acquiring them. Even so, the share of mortgage investments in trust 
funds could be substantially increased if corporate fiduciaries were convinced of 
the advantage of federally underwritten mortgages and difficulties in acquiring 
them were eased. 

By way of education, an important step for the subcommittee might be to 
sponsor or urge the collection of more data on mortgage holdings of miscellane- 
ous financial institutions. No current data, for example, are available on their 
residential mortgage holdings. Nor are their figures for FHA and VA loans 
held by these institutions, the most appropriate area for further expansion. 
Such information—as well as improved information generally—will be basic 
to any study relating to the prospects for increasing the pool of residential mort- 
gage credit in the years ahead. 


Senator Muskte. I would like at this point to put in the record a 
statement by David L. Grove, economist, Bank of America National 


Trust & Savings Association. He was unable to come. 


(The prepared statement of Mr. Grove follows :) 


STATEMENT OF Davin L. Grove, EcoNoMIST, BANK OF AMERICA TRUST AND SAVINGS 
ASSOCIATION, SAN FRANCISCO, CALIF. 


The rate of growth of mortgage credit in the decade 1948-57 far outpaced the 
srowth rate of the pool of savings from which mortgage credit traditionally 
has been drawn. In consequence, the ratio of outstanding mortgage credit 
to the savings pool has increased markedly. With demand for mortgage funds 
expected to more than double by 1970, heavy pressure will fall upon the supply 
of funds. Since there are great short-run fluctuations in demand for funds from 
competing uses which tap the same supply, there will be periods when mortgage 
money will be very tight. However, if sufficient flexibility is given to mort- 
gage lenders to permit mortgages to compete effectively for funds from the t radi- 
tional sources and to attract funds from new sources into mortgage lending, 
the probable needs of the next decade can be met. 

There is no fixed pool of funds or type of funds available for mortgage credit 
for the reason that capital funds can be shifted from one use to another with 
ease. Ordinarily, however, mortgage funds are drawn from the individual sav- 
ings held by financial institutions. 

Although the total of such funds available for mortgage credit increased by 
80 percent, 1948-57, nonfarm residential mortgage debt outstanding trebled in 
the same period. The ratio of mortgages to the pool of savings rose from 0.36 
to 0.56. Continuation of this faster rate of growth in mortgage debt than of 
available funds would lead to unbalanced portfolios and would compel reduc- 
tion in the share of these funds invested in mortgages. 

Smaller down payments, longer amortization periods, higher selling prices, 
and the greater volume of housing starts all have contributed to the increase 
in demand for mortgage funds in the past decade. Meanwhile, the share of the 
savings pool invested in mortgages, and to some extent its size as well, have 
heen influenced by the availability and attractiveness of other outlets for invest- 
ment funds. 
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From assumptions concerning the rate of net household formations, migra- 
tion, and housing demolitions, we derive an average demand for about 1.2 mil- 
lion dwelling units annually in the first half of the 1960’s and about 1.4 million 
in the second half. Assuming that the upgrading in housing quality also con- 
tinues, we can expect an average demand for about $21 billion of new housing 
per year in the early sixties and an average of $26 billion annually in the sec- 
ond half. Thus, demand for additional mortgage funds from the new construc- 
tion side will be heavy, even though average maturities and percentage down- 
payments do not change as they have in the recent decade. 

Assuming that the increase in mortgage debt will bear the same relation to 
new construction as was true of the past decade, approximately $141 billion in ad- 
ditional mortgage funds may be needed in the sixties. Will the supply of funds 
be sufficient to meet this need? Based on our projections of income, rate of 
personal savings, and share of savings entrusted to the traditional mortgage 
lenders, mortgage lending will need to tap a comparatively large share of the 
pool of funds available (65 percent) if its requirements are to be met. 

The most promising source of additional mortgage money appears to be some 
of the newly significant funds not traditionally a part of the pool from which 
mortgage credit is drawn. Of these, the growing volume of reserves held by 
private pension plans seems to offer the most promise. If as much as $30 bil- 
lion of such reserves are added to the pool from which mortgage funds are 
drawn, then, at least throughout the sixties, the ratio of total mortgage debt to 
the size of the pool could be held to a manageable figure of below 0.60. 

The volume of new funds which can be attracted by the traditional mortgage 
lenders and the share of these devoted to mortgages will depend to a significant 
extent upon the alternative uses for such funds. If mortgage money is to be 
supplied in the volume indicated and in the face of very severe competition 
from other would-be borrowers, greater flexibility should be introduced into the 
mortgage rate structure, and the legal restrictions presently imposed on some 
lenders should be eased. Otherwise housing will find it harder to compete for 
the available supply of funds. 


Selected individual savings, residential debt, and residential construction 


[Values in billions of dollars] 





; ; Nonfarm residential mortgage debt 
Savings accounts and life 
insurance reserves ! 
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Increase | 
ee ee Total 
—., | nonfarm 
Out- | AS per- residen- 
Increase | stand- | | cent of Ratio tial con- 
ings, end | . increase | to total struc- 
of year | Total |of savings| savings tion 
As per- | |} accounts 
cent of | and life 
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1 Includes savings accounts in savings associations, mutual savings banks, commercial banks, postal sav- 
ings, and credit unions. Private pension reserves are not included. 


Source: Financial data—Monthly Labor Review, October 1957 (1948-56); 1957 estimated. Construction 
expenditures—Survey of Current Business, July 1958. 
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Senator Muskie. If you gentlemen have no other comments, we 
will recess until 10 o’clock tomorrow morning. 

Thank you very much. 

(Whereupon, at 12:45 p.m., the subcommittee was recessed, to be 
reconvened at 10 a.m., Thursday, May 21, 1959.) 
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THURSDAY, MAY 21, 1959 


U.S. Senate, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON HovusINa, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New Sen- 
ate Office Building, at 10 a.m., Senator Joseph S. Clark presiding. 

Present : Senators Clark and Muskie. 

Senator CLiark. The subcommittee will be in session. 

Our witness this morning is Dr. James J. O’Leary, director of eco- 
nomic research, Life Insurance Association of America, New York 
City. 

We had hoped that. Dr. O’Leary could have been present yesterday 
when other witnesses discussed the same subject which he will pre- 
sent today. 

As I understand it, Dr. O’Leary, your testimony this morning will 
be an amplification of an article you submitted in the Study of Mort- 
gage Credit, entitled “Postwar Trends in Sources and Uses of Capital 
Funds, 1947-57.” That publication has been inserted in the appendix 
to this record. 

Dr. O’Leary. That is right. 

Senator Ciark. I suggest, if it is satisfactory with you, sir, that 
you just proceed with your statement. I am sure you will not object 
if we interrupt every now and then to have a little discussion of some 
of the matters you raise. 

Dr. O'Leary. All right. 

Senator CrarK. Mr. Coan calls to my attention the fact that you 
contributed two papers and not one to the Study. For the record the 
other one is entitled “The Effects of Monetary Policies on the Resi- 
dential Mortgage Market.” 

Dr. O’Leary. That is right. 

Senator CrarK. Go right ahead, sir. 


STATEMENT OF DR. JAMES J. O’LEARY, DIRECTOR OF ECONOMIC 


RESEARCH, LIFE INSURANCE ASSOCIATION OF AMERICA, NEW 
YORK, N.Y. 


Dr. O’Lreary. My name is James J. O’Leary, and I am director of 
economic research, Life Insurance Association of America, New York 
City. 

I would like to say, Mr. Chairman, at the outset, that I think this 
subcommittee has done a wonderful thing in instituting this study of 
housing demand in the next decade and prospective financing of it. 


215 





216 STUDY OF MORTGAGE CREDIT 


It is most desirable that in a quiet, calm way we can consider this 
exceedingly important problem. 

I think that the idea of this study and the papers that emerge from 
it is very, very worthwhile. 

Senator Ciark. It is certainly calm and considered. I hope it 
will turn out to be equally effective. 

Dr. O'Leary. The purpose of this statement is to provide a general 
discussion of trends in the sources and uses of capital funds in the 
American economy during the postwar period, with particular ref- 
erence to the availability of financi ing for residential construction. 

My remarks will deal with such questions as how important resi- 
dential capital formation has been in contributing to the demand for 
investment funds and what-are the principal sources from which such 
funds have been derived to meet this demand. 

I shall also try to place the use of capital funds for residential 
financing in perspective with other competing uses of funds, such as 
corporate, Federal Government, and State and local gov ernment 
financing. The series of charts which are attached will facilitate my 
presentation. 

I assume that you have copies of those charts so that you can follow 
along. 

Senator Crark. Yes,sir; we havethem. (See p. 254.) 

Dr. O’Leary. Chart 1 shows the trend in the total supply of capital 
funds available from savings sources during the period 1947-57. 

In each case on the charts I shall bring the figure up to date through 
1958 in my discussion. 

The lower portion of the chart, labeled “Savings institutions,” in- 
cludes life insurance companies, savings and loan associations, mutual 
savings banks, and the time deposits of commercial banks. The total 
for these institutions rose sharply from $7.5 billion in 1950 to $15.5 
billion in 1954, with moderate tapering off until 1957 when it stood at 
$17.9 billion. The figure in 1958, not shown on the chart, was $21.6 
billion. 

It should be noted that all of these figures on sources of funds, in 
this and other charts, are on a net basis. 

Senator Crark. Excuse me just a second, Mr. O’Leary. 

As I look at the chart, you make reference to the block at the bottom 
of the chart, do you not ? 

Dr. O’Leary. Yes, that is right. 

Senator CLtark. That seems to have been starting upward, began 
to start upward I guess, at the beginning of 1957? I see the line goes 
up pretty sharply after 1956. 

Dr. O'Leary. Yes. 

Senator CrarK. It was below $15 billion. Then it continues up 
until it goes off the chart. According to your testimony right now, 
it went right on up in 1957 to $17.9 billion and continued on up in 
1958 to $21.6 billion ? 

Dr. O’Leary. That is right. 

Senator Ciark. Are a figures as of December 31 or are they 
the average for the year? 

Dr, O’Leary. Those figures are for December 31. 

Senator Ciarx. This is quite interesting to me, because it would in- 


dicate that all through the later recession funds were increasing 
sharply. 
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Dr. O’Leary. Excuse me. These funds are net increases in available 
funds during the year, and they would reflect, of course, the yearend 
figures. You are perfectly right. 

Senator Crarx. Then I think our minds are in accord, are they 
not? I wonder if you would comment on the fact that despite the 
recession which did have a substantial impact on profits and on wages 
and presumably on other sources of accumulation of capital, never- 
theless, the total capital funds available increased sharply all the way 
through the recession ? 

Dr. O’Leary. Remember that on the bottom block we are talking 
about four major institutions—savings banks, life insurance compan- 
ies, Savings and loan associations, and the time deposits of commercial 
banks. 

Senator Crark. Yes, but with the exception of the fourth all the 
other three reflect the increase in individual savings, do they not? 

Dr. O'Leary. Yes. That is perfectly true. I just wanted to be 
sure that we were confining our discussion to those four institutions, 
because, of course, in the total aggregate of personal savings there 
would be a number of other component parts which are reflected in the 
other nonbank sources in the more lightly shaded part, you see. 

Senator CLark. Yes, I understand. Let’s just stick to this one 
thing. 

Dr. O’Leary. Right. 

Senator Crark. This appears to me to be a little bit of an economic 
mystery. I wonder if you have any explanation for it. 

‘Why should total savings go up sharply during a business re- 
cession ¢ 

Dr. O'Leary. I think in the case of life msurance companies there is 
a persistent tendency there. Of course, in the case of life insurance 
companies they have been pretty well stabilized in the last 4 or 5 years, 
so that the trend has not been upward in that case, but 

Senator Ciark. If you do not mind, let’s explore that for just a 
second. 

I suppose the funds available for investment by life insurance com- 
panies would come primarily from two sources, would they not? 
First, premiums, and that would depend at least to some extent on the 
success of the agency in writing a larger volume of insurance in one 
year than another. And, secondly, the return from investment in ex- 
cess of the amounts necessary to pay death claims. 

Dr. O’Leary. Yes, that is right. 

Senator CLarKk. But you say that as far as life insurance companies 
are concerned they did not contribute very much to this increase ? 

Dr. O’Leary. That is right. They have remained quite stable over 
a period of time. 

It is one of the points in the whole savings picture that is a little 
disturbing to me when we think about how much money is going 
to be available in the next 10 years, let’s say, for mortgage financing. 

The life insurance companies in the last several years have shown 
a tendency for their net available funds to flatten out. 

Senator Crark. Would this be because of the low return on in- 
vested capital or because they are just not writing as much new life 
insurance as one would expect ? 





218 STUDY OF MORTGAGE CREDIT 


Dr. O'Leary. I hate to say this, but I think that life insurance 
is beginning to show the effects of inflation. And that is, funds that 
would have gone into life insurance are now shifting over into mutual 
funds and types of investment where individuals feel that they can 
get a better chance to hedge against inflation. 

Of course, one thing that we have got to remember, Senator Clark, 
about life insurance is that it is a very long average type of contract. 
Funds are now accumulating on policies that were written 20 years 
ago and Jonger. There will never be a spectacular change in the net 
increasé uf funds of life companies. But, if you look at the record in 
the past, the net growth in assets of life companies has doubled about 
every decade. It now looks as though we oe gotten to the point 
where that is not going to happen any more. 

Senator CLtark. Of course, you may be entirely right that a fear 
of inflation is what would decrease the writing of new life insurance 
policies. On the other hand, I can well remember as a young man 
my own strong feeling that I could do better with my money than a 
life insurance company could, and, therefore, I did not take out much 
life insurance. The end result was the depression of 1929, my going 
utterly and completely broke, and having to start all over again, while 
the life insurance companies are still in business. 

Every now and then there is a revolt against life insurance by 
people who feel that the agents get far too much of the premium, 
and that you do not really get much return on your money. This 
would appear to me to be likely to be true in times when, as you say, 
the stock market seems to be going up at a high rate of speed and 
the bond market is weak. 

That, of course, is one gage of inflation, although not the only one. 

Dr. O'Leary. Just to complete the picture on “that, I do think that 
inflation isa factor. But one thing that is clear is that there is also— 

Senator CLark. Just a minute. When you speak of inflation, you 
are thinking primarily in terms of stock market inflation, are you 
not, and the potential for making more money in the stock market 
than you can make with a fixed investment? Because there has not 
been any increase in the cost of living during the period we are 
speaking of at all. 

Dr. O'Leary. It is true duri ing the course of last year there has not 
been any material increase. But: my feeling is that the important con- 
sideration here is that the public seems to have developed a strong 
expectation of inflation. The public seems to believe that prices are 
going to rise, and this is the crucial thing. 

If they think that prices are going to rise, they are not interested 
in fixed income types of investment. They are trying to hedge 
against it. 

Whether we have had inflation in the last year is not, to my way 
of thinking, the crucial consideration, It is what people think is 
going to happen. 


I feel very strongly that the 1 ‘ising stock market is a reflection of . 


the fact that people think general prices are going to rise. 

You and I could disagree with it, but it is the public psychology 
that is important in this case. 

Senator CriarKk. This is what some people somewhat to the left of 
me refer to as the “conventional wisdom.” 
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Another approach to it is that this is merely the situation of too 
much money chasing too few stocks. 

Dr. O’LEary. I think that there is a lot to that also. I have taken 
that position. : 

Senator CrarK. I do not want to go on all morning with this. Could 
we button it up with your statement of a few minutes ago that life 
insurance companies did not contribute substantially during the period 
from 1956 through 1958 to the increase in the total capital funds 
available from savings institutions? So that the other three areas 
which you mentioned, the mutual savings banks, the time deposits, 
and—what was the third ? 

Dr. O’Leary. And the savings and loan associations. 

Senator CLark. And the savings and loan associations—represented 
most of it. 

Let’s leave that for a moment. 

Let’s consider for just a minute the savings and loan institutions. 
They would represent, in the increase in their investment, at least to 
some extent, would they not, an increase in individual savings? 

Dr, O'Leary. Yes. That is right. I think your question is very 
interesting and a worthwhile one to consider. 

If you look at the individual figures—I did not burden the com- 
mittee with the individual tables, but I have them here—if you take 
the period that you are thinking about, let’s say 1956, the savings and 
loan associations had a net increase in available funds, according to 
our method of calculating these figures, of $4.7 billion. 

It was $4.8 billion in 1957. 

It was $6.2 billion in 1958. 

Your question, I think, has a bearing there. How did it happen 
that the savings and loan associations in a period of recession had 
that sharp increase in savings ? 

Senator CiarkK. Let’s take a look at your chart No. 2 for a moment. 
It would appear from that that both with respect to savings and loan 
associations and mutual savings banks the peak in the increase was in 
1955, and it then fell off in 1956 and stabilized on a plateau which I 
suppose you will project for 1957 and perhaps 1958. But you see 
what I mean. The block next to the bottom there. 

Dr. O'Leary. Yes. 

Senator CLark. Perhaps you would say a word in explanation as 
to whether maybe we do not have something here indicating, well, 
to me, a little bit of a mystery—that savings go up, individual sav- 
ings go up, in a time of recession. 

Dr. O’Leary. There is a mystery there. And I think it would be 
a pretty brave man who would attempt to supply the answers. 

In a period of this sort—for example—1955 was a big housing year, 
and in the case of savings and loan associations I think their in- 
crease in shares was a reflection of the fact that they were so active 
in residential construction. I think there is a connection between 
the two, so I think there is some explanation of that sort. 

Senator Ciark. To some extent, of course, this would be a result 
of consumer credit applied to the housing industry. 


_ In other words, people were making deposits on debts they had 
incurred, 
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Dr, O'Leary. That is right. I think that is quite likely to be true 
in the case of the savings and loan associations, 

You had a similar situation—on your same point—with the mutual 

savings banks. 

Senator CLark. But that would not reflect housing, would it? The 
mutual savings bank ? 

Dr. O’Leary. In the case of mutual savings banks—and let me get 
this thought across because it bears on the same question—I would 
say the situation was this: In 1957 the net funds available from 

savings banks were $1.7 billion. Im 1958 it was $2.5 billion. And 
so you would say to yourself: “1958 was a recession year. How did 
it happen that the rate of savings through the mutual savings banks 
increased ¢” 

{ think the important thing is to distinguish between the total rate 
of personal savings and how it behaved and the particular forms. 

In the case of the s savings banks, my guess is that people felt that 
a fixed-income type of saving was probably a little bit better bet in 
the course of the recession. So that some of the funds that had been 
in other sources moved into the savings banks. 

Senator CLrark. That makes sense to me. 

Dr. O’Leary. Yes. And, of course, also, there has been an intense 
competition as between the savings banks and the time deposits of 
commercial banks, in terms of interest rate paid, which has pulled 
funds back and forth between these inst vor 

You would expect some of this shifting back and forth in the forms 
of saving even though the total percent of saving in a period of 
recession might have shown the effects of recession, 

The behavior of savings is awfully difficult to predict. One thing 
that is encouraging to me that I felt these charts would bring out is 
that, when we worry about the 1960’s and the availability of funds 
to finance housing, it appears that in the 1960's we are going to see 
the same sort of growth in the available supply of savings as “has oc- 
curred in the past. 

There is a tendency for us in thinking about housing and mortgage 
financing to say to ourselves: “Well, we need X million of new 
houses in the 1960's. Where are we going to get the money?” And 
when we are t! hinking of it, we are thinking i in terms of the available 
funds in the 1950's Ss. Actually, I think we shall get a growth of savings 
in the 1960’s more or less pari passu with ‘increased demand for 
housing. 

The economy is growing. It may not be growing at the particular 
speed at which you would like to see it grow or that I would like to 
see it grow, but it is grow ing, and in that growth process the total 
dollar amount of savings will increase. 

Senator Ciarw. Let me ask you about that, because I think that is 
very interesting. 


We are having a fascinating conversation, but I do not want to | 


get this out of perspective with your testimony. I want to ask Mr. 
Cash to make a note that we want to talk about that 1960 growth 
oe 
I would like to bring your mind back to the time-deposit situation 
as a contributing factor to the growth of capital and call your at- 
tention to your chart 2 and hazard the observation that if you put 





hav 
can 

A 
sque 
that 
be n 
in oO 
is O1 

se 
larg 


STUDY OF MORTGAGE CREDIT 221 


chart 2 and chart 1 together it looks as though the steep increase 
in the bottom block block on chart 1 was caused at least to a substantial 
degree by the steep increase in the time deposits of commercial banks 
as Shown on chart 2. 

I ask you first whether that is a fact and, second, where did that 
extra money come from ¢ 

Dr. O’Leary. All right. Let me give you the figures on that, be- 

cause that is perfectly correct. 

The actual figures are these : 

In 1956, the net increase in time deposits of commercial banks was 
$3.2 billion. 

In 1957 it was close to $6 billion. 

In 1958 we estimate that it was $8 billion. 

Senator Crark. This is really fascinating. Where did it come 
from? 

Dr. O'Leary. I wish I knew more about what the explanation of 
that is. Of course, there has been an intensive competition between 
the commercial banks and the savings banks and the savings and loan 
associations for savings. That is one thing. The commercial banks 
have improved themselves considerably in terms of the interest that 
can be paid. ‘That is one thing. 

Another thing is this: That in the period in which there was a 
squeeze on the reserves of the banks, there was a shifting of deposits 
that had been demand deposits, on which substantial reserve had to 
be maintained, into the category of time deposits which are reflected 
in our figures, you see, where the reserve requirement is much less. It 
is only By percent or thereabouts, as I recall. 

Senator Ciarg. By and large, would not this shift tend to be in 
large corporate accounts rather than in individual savings in time- 
deposit form ¢ 

Dr. O'Leary. Honestly I could not hazard a guess on that. I think 
you could make a case. But I would just be guessing. 

Senator CLrark. Would it not be reasonably clear from this chart 
that a moderate amount of unemployment—in fact, unemployment 
which ran pretty high during 1957 and most of 1958—does not seem 
to have any effect at all on the total capital funds available from sav- 
ings institutions ? 

Dr. O’Leary. One thing that can be said is this, and we have real- 
ized this ourselves: I think one of the weaknesses of the sources and 
uses data that we prepare and one of the points at which the tech- 
nicians would take issue with us is the question of whether we should 
include these time deposits as a savings source. 

In other words, there is a certain element of artificiality about them 
when funds shift from demand deposits to time deposits. 

We have been in the process the last several years of trying to clean 
this thing up and get a good conceptual framework for showing 
sources and uses of capital funds. This is one of the areas in which 
we are now in transition of not including the time deposits of com- 
mercial banks. But in some of our more recent figures we have put 
in, instead of the commercial banks, the uninsured pension funds as 
a better measure of real savings of an institutional nature. 

These time deposits of commercial banks have in the last few years 
shown a tendency to fluctuate widely and whether or not you can use 
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them as a basis really for saying that savings have actually increased, 
there would be some technical difficulties. If I had some of my col- 
leagues around here they would tackle me on this. 

Senator CLark. Even if you admit—and I think you make a good 
case of it—that the use of our time deposits is suspect and therefore you 
go back to the other three, the life insurance companies, the savings and 
loan associations, and the mutual savings banks, you still have them 
pretty well holding the gain they made in earlier years. 

Dr. O’Leary. Yes. 

Senator Crark. Even during a time when unemployment was high 
and profits, and therefore dividends, had been quite substantially re- 
duced. This puzzles me. 

Dr. O'Leary. I think it shows there is a persistency in the savings 
process, even though you might have changed psychology on the part 
of the public and expectation of continuing inflation. It is remark- 
able how well these savings are maintained, you see. 

Senator Ciark. I was going to hazard a guess and ask you to com- 
ment on the fact that the source of the money, capital formation, in 
these savings institutions was hardly at all from the average work- 
ingman but was largely from middle and upper income groups who 
were pretty “savvy” in terms of investment opportunities. 

Dr. O’Leary. I do not think you could say that. As a matter of 
fact, the persistency of these savings for the institutions would sug- 
gest in some ways the fact that it is probably the comparatively unin- 
formed person who is putting his funds there. 

Take for example the life insurance companies. The life insurance 
business today—you have heard this figure cited many times—has 
over a hundred million policyholders of life insurance. 

Senator Crark. Yes, but most of them just have burial insurance. 

Dr. O’Leary. If you take the great number of people who have 
small endowment policies, there is an enormous amount of money 
coming in to the life insurance companies through an accumulation 
of savings on these policies. 

Actually, Senator Clark, it occurs to me that in examining the flow 
of life insurance investment. funds, it will be desirable to have gross 
figures. The figures I have here are just the net funds available. In 
the case of the life insurance companies their net increase in assets is 
growing at a rate of about $5.8 billion a year. Actually they have 
available funds to invest of around $9.5 billion or $10 billion. 

Senator CuarK. Because of turnover? 

Dr. O’Lerary. Because of turnover. The figures we have here are 
only the net figures that do not take into account turnover. That is 
the purpose of my remark. 

The other types of institutions do not have this gross flow of fund 
figure. We havea system of reporting in which the companies report 
this gross flow of funds to us and they get an enormous return flow 
from mortgage repayments, amortization of mortgages, sinking fund 
payments on bonds, so that the total amount they have available is 
$9.5 billion to $10 billion of funds. 

Senator Ciark. This would be true of both savings and loan asso- 
ciations and mutual savings banks also, would it not? 

Dr. O’Leary. Yes, that it right. I think that you do not suffer 
though by looking at this in terms of the net availability of funds 
because the refinancing tends to be a washout. 
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Senator Crark. [am aware of the temptation to go so deeply into 
some of these matters that we are never going to get through your 
statement, and I really do not want to do that. 

Unless you have some other comment you would want to make on 
my question, I suggest we turn to the nonbank sources which you 
were going to get to. 

Dr. O’Lrary. Very good. 

I guess I was at the top of page 2 of my statement. 

The upper portion of “Chart 1: Other Nonbank Sources” in- 
cludes State and local government funds, uninsured corporate pen- 
sion funds, fire and casualty insurance companies, corporations, U.S. 
Government. funds such as the old age and survivors insurance fund, 
and all other nonbank sources of funds, the latter being in the main 
individuals and unincorporated business. 

Chart 1 shows, of course, a general rising trend in the total supply 
of capital funds available annually from | savings sources. 

Senator Ciark. Let me interrupt there. You say, “U.S. Govern- 
ment. funds such as the old age and survivors insurance fund.” You 
do not mean all so-called trusteed accounts of the Federal Govern- 
ment which are a primary market for new Federal securities are 
included, do you ? 

Dr. O’Leary. They are included in the upper part of the chart. 
This is because among our uses of funds are U.S. Government securi- 
ties, and these funds are a primary market for U.S. Government 
securities. 

So in the total picture on the sources side we include U.S. Govern- 
ment funds, and on the uses side we include the net increase in U.S. 
Government securities. 

Senator Crark. That leads me to question whether I properly 
read the last clause of the first paragraph on page 2—‘the latter 
being in the main individuals and unincorporated business.” If 
your statement a minute ago is true, would not the latter in the main 
be Federal Government ? 

Dr. O'Leary. I say “and all other nonbank sources of funds.” 
So I am saying that the “other” are mainly funds of individuals and 
unincorporated business. 

Senator Crark. Do you have any breakdown of the middle zone 
in chart 1 which would indicate how much of that zone is repre- 
sented by U.S. Government funds? 

Dr. O’Leary. Yes, I do. 

U.S. Government in 1957 was $2.7 billion. I do not have the figure 
for 1958 as yet. But it was as high as $3.2 billion in 1956. 

You see, the old age and survivors fund is now on a deficit. basis, 
and it began to affect those figures in 1957. 

Senator Crark. It would still be substantially less than a third 
of the entire middle zone though, would it not? 

Dr. O'Leary. That is right. 

But it is interesting to see that in 1957 these Government funds 
were just. about as big as the savings banks in terms of source of 
funds. As a matter of fact, if it were not for these Government 
funds, we would have done much more poorly in terms of selling 
long-term Government bonds than we have done. 

: Senator Crark. We certainly would. We would really be over a 
arrel, 
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Dr. O’Leary. Chart 1, of course, shows a general rising trend in 
the total supply of capital funds available annually from savings 
sources. The total aaa doubled from 1947 to 1957, rising from $19.4 
billion to $37.7 billion. The jaggedness of the movement from year 
to year is largely explainable in terms of the sharply changing role 
of corporations as a source of funds. 

During the postwar period the volume of nonbanks funds has dis- 
played an encouraging growth. This growth not only reflects the 
growth of national income in real terms; it likewise is a product in 
part of the postwar inflation and the effect which inflation his had in 
raising money income. 

Senator CLark. How about amplifying that a little bit? I wonder 
if this would lead you into your thinking that there would be substan- 
tially more funds available in the sixties! I am not sure how you 
tie this in to postwar inflation. 

You say in your last sentence: 

This growth not only reflects the growth of national income in real terms; it 
likewise is a product in part of the postwar inflation and the effect which in- 
flation has had in raising money income. 

Do you mean by that that the gross figures which you have been 
referring to are not in constant dollars ? 

Dr. O'Leary. That is right. That is essentially what I mean. I 
do think it is fair to say though that the total dollar amount of saving 
has been a product of two things. 

One, it has been a product of the fact that the economy has grown if 
you measure it in constant dollar terms, but of course, these figures are 
not in constant dollar terms, and so there is also in there a reflection 
in part of the fact that the general price level has gone up and thus to 
some extent the level of money income. Thus, in part, the increased 
volume of savings is a reflection of the higher price level. 

Senator CLark. Let me ask you to straighten me out on something 
that has bothered me lately, which is that when we speak of the growth 
of the economy we tend rather superficially to express it in terms of 
gross national product without ary consideration as to whether parts 
of that gross national product are not particularly helpful in terms 
of real wealth. We do not express it in constant dollars. And we 
never convert it into per capita terms. 

So that, in effect, you could make a pretty good case, could you not, 
for the fact that in real terms the economy has not grown at all? The 
per capita share has only gone up, I think, in the last 7 years from 
$2,505 to $2,614 per capita, which is a rate growth of less than 1 per- 
cent a year. This is after you convert it, to be sure, into constant 
dollars. 

Dr. O'Leary. Senator Clark, you are talking now like Simon 
Kunznets, professor of economics at Johns Hopkins University, who 
is the greatest authority in the world on matters of this sort. 

Senator Ciark. This is pure coincidence. 

Dr. O’Leary. You would be very much interested to know that the 
life insurance business supported a study involving this question 
which was made by the National Bureau of Economic Research. You 
probably have heard of that organization. 

Senator Ciark. Yes, indeed. 
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Dr. O’Leary. As part of our research program, we made a grant 
to the National Bureau about 4 years ago for a study headed by 
Kuznets. The total grant was close to half a million dollars. This 
study focused on the “question of what the demand for capital funds 
from various sources was going to be in the next 15 or 20 years. 

Kuznets has done this job. It would be a very interesting thing for 
this group to have. It is available, Mr. Cash, but still just in mimeo- 
graphed form. — 

Senator CrarKk. I wonder if it would scare us all to death? 

Dr. O’Leary. Actually, the conclusion Kuznets reaches is that sav- 
ings will grow in this period of time. In the study the economy was 
divided up into various segments. They looked at the housing side 
of this. There was a study by Leo Grebler, quite a man in this field, 
on the housing part of it. "There wasa study on other sectors, such as 
the manufacturing industry, agriculture, and publicly regulated in- 
dustries. The final conclusion Kuznets reaches is that we are going 
to have trouble in the next 15 or 20 years finding funds to finance all 
the things there is going to be a demand we finance. 

But in that study are figures measuring economic growth on a per 

capita basis in constant dollar terms over a long per iod of time. They 
are fresh, new figures, which would, I think, ‘be very helpful to this 
group. It would give you the sort of figure you are talking about. 

I think you are perfectly right. Estimates of growth tossed around 
with reckless abandon. 

I think we have had growth in the country in the last 10 or 12 
years, but simply to use the gross national product figure is an over- 
simplification. You are perfectly right. 

I have struggled with this. I think it is proper to include the in- 
crease In housing t as a measure of growth, because I think the improved 
housing increases the productivity of the economy in a general way. 
But it seems to me that, if you are thinking of this, the primary 
source of growth in this country is our cap: icity to produce goods and 
services, and the primary source of growth is what is happening in 
TG of growth of our manufacturing industry. 

I do not mean to say that socially this is good, but in terms of how 
you measure growth, that is the core of it. 

Then you spread out from that into housing, into public works of 
one sort or another. And gross national product also includes Govern- 
ment expenditures tor munitions and that type of thing, and that is 
no reflection of the growth of the economy. 

Senator CLark. T his, of course, is an indication of a weakness in our 
statistical approach, which was very much emphasized at a meeting 
I attended at Arden House recently. We were talking about wages 
prices, products, and productivity. Everybody took off on the poor 
statisticians. I do not think there is any devil involved; there is 
no blame. I think it is extraordinary we have as good statistics as 
we do. 

But when we talk in terms of goods and services as a measure of the 
gross national product, I would suggest that we ought to try to move 
our statistical studies to the point where we can have some value judg- 
ments as to whether those goods and services are needed or not. What 
is the use of showing a terrific gross national product, to put an absurd 
case, which consists largely of cream-colored Cadillacs but no schools? 
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Dr. O’Leary. You know, you are giving me a wonderful opportunity 
to say some things I would like to say. 

Senator Crark. I wish you would. I suspect you do not entirely 
agree with me. 

Dr. O'Leary. You are a very influential man, and I think that you 
put your finger on 

Senator Ciark. Do not rely on that. I can suggest several Mem- 
bers of the Senate who would not concur in that view at all. 

Dr. O’Leary. Well, you know, I found a very startling thing a few 
years ago. There were a number of task forces that were appointed 
by one of the subcommittees of the Joint Economic Committee to look 
into this whole matter of statistics. You have been asking me a lot 
of questions this morning about savings statistics. We found a few 
years ago that there was no place in the Government where on savings 
statistics you had any one person who was riding herd and had com- 
mand of the situation. Work was being done in the Department of 
Commerce, at the SEC, and some work was being done at the Federal 
Reserve Board, but it was all in an uncoordinated fashion. 

And do you know how much tota] money these departments were 
allocating to this? $25,000—to the collection of savings statistics 
and 

Senator Crark. Just $25,000? 

Dr. O'Leary. Yes; $25,000 a year. They were able to allocate only 
that much to this particular area. 

I think some improvement has been made in that area. But you 
are perfectly right. I am all in favor of Government economy, but 
one of the areas of Federal expenditures that needs some increasing 
is the whole matter of better economic intelligence. 

Senator Crark. You would be amused to know that one of the par- 
ticipants in that meeting was Ewan Clague. He went out of there 
just full of beans because everybody said we have to give him a lot 
more money for better statistics. 

Dr. O’Leary. I will proceed. 

Chart 2 shows a breakdown of the capital funds available from the 
principal savings institutions during 1947-57. This is a detailed pic- 
ture of the lower portion of the preceding chart 1. The growth of 
savings and loan associations as a channel of saving is particularly 
noteworthy. 

The succeeding charts depict the uses of capital funds. 

Chart 3 shows the uses of capital funds in the real estate mortgage 
market. Here again, and in subsequent charts, the figures are net. 
That is, they measure the net increase in the partic ular use of capital 
funds being discussed. 

Chart 3 shows the great use to which savings—capital funds— 
have been put to finance residential construction. The figure rose 
from a net increase in residential mortgage debt. of $5.7 billion in 
1947 to a high of $8.7 billion in 1950, and then after some decline to 
a new high of $13.4 billion in 1955. It amounted to $11.5 billion in 
1958. 

The growth of our housing in this country has taken a major share 
of the country’ s voluntary saving. The chart also shows the use of 
capital funds to finance commercial and farm mortgages. 

Senator CiarK. Before you get off that, Mr. O'Leary, what would 
be your comment on the statement which is made from time to time 
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before this committee that housing starts, and therefore real estate 
mortgage investments, over recent years have tended to be anticyclical. 
That when the economy is moving ahead at full steam there does not 
seem to be enough mortgage money for the housing starts which we 
optimists w ould like to have, and that as soon as we get a recession 
housing seems to zoom up and mysteriously the funds seem to appear? 

This is ov ersimplification on my part. It is done to evoke a pro- 
vocative reply from you. 

Dr. O'Leary. I am delighted you ask me that question, because this 
is a thesis I like to talk on. 

All these charts will show this cyclical movement. Chart 3 shows 
it very clearly—that you have these ups and downs in available credit 
in the mortgage field. 

What causes them? I can give you a rather long story on this. 
I will try to keep it as short as possible, but it is a very comprehensive 
quest ion. 

Senator CLarK. Do not hold back, because it is fascinating. 

Dr. O'Leary. I think it will help in this discussion if you look to 
a later chart. If you will look to the chart that is practically the last 
chart, it shows the-— 

Senator Ciark. Is that chart 10? 

Dr. O'Leary. That is chart 10, which shows the life insurance com- 
panies in particular. 

Observe in that chart the relative movement of their net funds into 
residential mortgages as compared with the net funds into corporate 
bonds. 

As you will notice, rather in cyclical fashion, any time you get a 
peak in net, availability of funds for residential financing, you eet a 
valley in corporate bonds. Every time there is a peak 1 in corporate 
bonds, a valley occurs in residential mortgages. 

Senator Crark. What happened off the chart? Can you give us 
another year ¢ 

Dr. O'Leary. In 1958 you got 

Senator CLarK. Did the lines cross again ¢ 

Dr. O'Leary. In 1958 the lines would cross again; that is right. 

This same phenomenon is true of the savings banks to a lesser de- 
gree. Of course, the pension funds are not very much in the mortgage 
field, but the same sort of influence affects them in much lesser mag- 
nitude. 

Senator Ciark. Turning back for a minute to chart 10 and calling 
your attention to the bottom half of the ch: ut, what happened to the 
U.S. Governments line in 1958? Did that keep on going up or did it 
turn down again ? 

Dr. O’Leary. In 1958 it was practically up to the zero line. There 
was a small net liquidation. It was still below the zero line in 1958. 

Senator Crark. But it was still going up? 

Dr. O’Leary. It was still going up; that is right. 

That line in itself and the lines on the earlier charts for savings 
banks and pension funds are very interesting ones, because one thing 
that you must keep in mind is that the large amount of money that 
went into the residential mortgage market through this entire 

eriod—a lot of it—came from the fact that Government bonds were 
iquidated. 
Senator Criark. In other words, they were competing for funds? 
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Dr O’Leary. They were competing—well, no, what happened, in 
effect, was this, Senator Clark. I will come back to your other ques- 
tion, but I think this is one worth cleaning up right at this point. 

What happened was that after the war, insurance companies, sav- 
ings banks, savings and loan associations, practically all these insti- 
tutions, had very, very high holdings of Government securities. ‘The 
postwar period emerged, and there was the tremendous demand for 
residential mortgage credit, VA and FHA, and what in effect hap- 
pened, with some oversimplification, was the institutional investors 
said to themselves: “Why should we hold or invest in Government 
bonds at 214 percent or 3 percent or 314 percent if we can buy an FHA 
or a VA mortgage and it pays a higher rate of return and has pretty 
much a full Government guarantee ?” 

So what happened was 

Senator CrarK. I have always been amazed that that did not go 
further, because what really is the difference between an FHA-guar- 
anteed mortgage and a Government bond? In the last analysis, the 
security is the same. 

Dr. O’Leary. It has gone pretty far. It has gone to the point now 
where, with the situation that exists on FHA and GI mortgages, the 
major institutions that used to be big. holders of Government securi- 
ties no longer provide very much of a market for them. That is the 
main reason the Treasury has difficulty in selling bonds. 

Senator CrarKk. Let me ask a somewhat more technical question. 
Ts the availability of institutional money for residential mortgages 
affected to a substantial extent. in your judgment, by the administra- 
tive difficulty of handling individual mortgages.and to some extent 
their lack of marketability as contrasted with Government bonds? 

Dr. O'Leary. I do not think so except in the case of pension funds. 

So far as the insurance companies are concerned or savings banks 
or savings and loan associations, buying mortgages is a perfectly 
natural thing which they will do with a great happiness. They love 
to buy residential mortgages. They will buy them just so long as the 
yield on them is competitive with other yields that they can, get. 

Senator CLark. It does cost them a lot more to service them than a 
Government bond, though, does it not? 

Dr. O'Leary. That is right. 

You can look at it this way, Senator Clark: Right at the present 
time, for example, the U.S. Government in order to be competitive 
would have to pay about 414 percent on long-term bonds. That is the 
minimum. They cannot pay any more than that anyway because of 
the statutory restriction on the rate. 

Senator CrarKk. Yes, but they are threatening to come in and ask 
for an increase. 

Dr. O’Leary. Nevertheless, 414 percent is the absolute minimum 
that they can compete at now. 

How would that compare with an FHA mortgage? At the present 
time an insurance company could buy an FHA mortgage probably at 
a price of around 97 or thereabouts. And it would get a gross yield 
on the mortgage—the interest rate, of course, is 514 percent—a gross 
yield of about 5.65. There are servicing costs, home office costs, of 
about 65 to 70 basis points. So there would be a net yield on those 
mortgages of 5 percent—and which they would regard as maybe 12- 
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year obligations—virtually riskless in the type of economy we are 
living in now, as compared with a Government bond at 414. 

Senator CLark. Why do you say 12 years? 

Dr. O'Leary. Because through repayments and all that the average 
life of these mortgage tends to be around 12 years. 

Senator CLark. Even though they are written for 25 years? 

Dr. O’Lrary. Even though they are written for 25 years. 

So you can see there is a spread of about three-quarters of 1 percent. 
And on that basis, if you believe these mortgages are riskless, 75 basis 
points of spread exists there and it is rather hard for the Treasury to 
overcome that. 

Senator Ciark. This is all coming back to an approach made ear- 
her, is it not, which tends to be supported by the study you referred 
to which is still only in mimeographed form, that the needs of the 
economy are apt to exceed the available capital formation ¢ 

Dr. O’Leary. That is right. 

This to me is the biggest thing that this subcommittee should focus 
its attention on. 

One of the things that I worry about in the country and have 
worried about in the postwar period and worry about for the future is 
this: That there are a lot of people around who tend to take a socio- 
logical approach to this whole question of growth. 

For example, I attended a meeting in Newark just 10 days ago—— 

Senator CiarKk. I was there—the American Council To Improve 
Our Neighborhood. I do not think they were sociological enough. 
You prob ibly thought they were too sociological. 

Dr. O’Leary. This is a group I think that has very high ideals in 
terms of the desire to rebuild American cities. There is no doubt 
that we need to rebuild a lot of our cities, most of them. 

Senator CLark. We need to do a lot of other things too. 

Dr. O’Lxeary. But the problem is we need to do a lot of other things. 

There are a lot of people who think we are not doing a very good 
job with our schools, and they have a particular feeling that schools 
and better public facilities should be developed. 

Then you find somebody saying that our vital needs is to build up 
industrial capacity to produce this, that, and the other thing to keep 
up with the Russians. 

Senator Ciark. Without any regard to what we are going to 
produce. 

Dr. O'Leary. That is right. But the thing that worries me is that 
if you add up the ideals w hich have a sociological basis, cg could 
be defended—and these people who take this point of view say, “Well. 
we are a wealthy country; money cannot hold us back’ “the Uiflieulty 
is that we only have a certain amount of real resources in this coun- 
try, and if we are going to devote all these resources to these capital 
projects which we think are so marvelous, then we are going to five 
to cut back on our consumption, unless we are to have a real wave of 
inflation. 

Senator Crark. This is going to lead you where you do not want 
to go, I think. 

Dr. O’Lxary. It sure will. 

Senator CiarK. Because the end result of what you are saying is 
that there is not enough pie to go around and therefore we are going 





230 STUDY OF MORTGAGE CREDIT 


to have to cut the pie not only in smaller slices but we are going to 
have to tell some of the fat kids they can’t have any pie because the 
thinner kids are going to have to have a bigger slice. 

This is something Which interests me very much, because, if you 
will excuse the personal reference, I ran into it all the time in pre- 
paring a capital budget for the ¢ ity of Philadelphia. Now, as a mem- 
ber of the State planning board, in trying to prepare a capital budget 
for the Commonwealth of Pennsylvania, we have so many more de- 
sirable projects that are really badly needed than we have available 
funds, bofh at the city and the State level. I suggest we are ap- 
proaching it at the Federal level. 

Somebody is going to have to exercise some value judgments and 
some control and come out and say, “We are going to build some more 
schools even if we do not have so many Cadillac s.” This is anathema 
to the whole concept of the unregulated free enterprise system. It 
tends, I suppose, to make many who will read my words think that 
this is creeping socialism. 

But I would think: How are we going to control growth in the 
national interest if we do not create sooner or later some kind of con- 
trols over where capital is going to go? 

And, hence, we are a vested interest in this committee, we want 
more money for mortgages and housing. We are not thinking about 
schools. That is over in Labor and Public Welfare. 

I throw this out as an unanswered question for your comment. 

Dr. O'Leary. Senator Clark, I agree with much of what you said. 
My own slant on this is that there are a number of i -vels at which this 
determin: ition is going to have to be made. 

For example, I think that State and local governments are going to 
have to take a lot more in the way of—that is, be a lot more courageous 
and a lot more intelligent in their decisions as to how much money 
they want to take away from individuals and have go into education. 

I think that there is at both the State level and the Federal level 
a need to look at these problems in an overall sort of way, and I think 
there will have to be governmental choices made. 

I think that undoubtedly as we move ahead there will have to be a 
larger role for Government. But in addition to that, at the same time 
I feel that we have got to be very careful that we do not build up 
through Government action institutional situations in the private part 
of the economy that prevent the private part of the economy from do- 
ing a good job through market forces of allocating these resurces, 

That gets back to your earlier question. 

Senator Crark. It may also get back to the tax system. 

Dr. O’Leary. Yes, the tax system also, of course. That is the 
biggest. 

But your earlier question was one we did not get to which I would 
like to discuss. 

Maybe when we get through here I can discard my paper and we 
can just discuss this, because much of this we are cover ing anyway. 

Senator Cirark. Why do we not do this: Why do we not put your 
paper in the record in full, with the continuity it deserves, so it can be 
studied with the care it deserves, and then let’s just go on from there. 
Tt will appear at the conclusion of your remarks. 
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Senator Crank. If you do not mind, let us proceed with what we 
were going to go to. Mr. Cash has some questions he would like to 
ask you which bear on wae we have just been talking ce 

Dr. O'Leary. Yes. May I, before you ask those, Mr. Cash, pick 
up this question of Senator ‘Clark that he asked me earlier ? | 

Mr. Casu. That is what I was going to go back to—about the 
contracyelical effect. 

Dr, O'Leary. All right. 

Mr. Casu. Before you leave chart 10, I wanted to ask you whether 
the peaks in the residential mortgage curve are attributable pri- 
marily to activity in GI loans—V A-guaranteed loans. 

Dr. O'Leary. Yes, they are. 

Mr. Casu. Professor Smith yesterd: ty pointed to this same experi- 
ence, and after we discussed it a little we decided that this phenome- 
non was accidental, that there was no deliberate policy involved to 
make VA-guaranteed loans more attractive in those periods. This 
phenomenon apparently happened because monetary policy was fore- 
ing general interest rates down at the time, which made the GI rate 
attractive. 

So we found that, by accident, the GI home loan program was act- 
ing ina contracyelical fashion. 

He then argued that this is desirable, that perhaps our policies 
should be deliberately shaped to make that occur, which argues against 
a position I have heard you express several times. You have said 
that we should deliberately make the VA rate ¢ ‘competitive at all times. 

Do you think that if the VA rate and the FHA rate were made 
competitive at all times we would lose the contracyclical effect of 
residential construction ? 

Dr. O'Leary. All right. That is an awfully good question, and 
it really is Senator Clark’s question. 

Senator Crark. Much better put. 

Dr. O'Leary. I think it is worth while just to take a look at why 
this contracyclical pattern does develop. I think that the insurance 
companies are the prime force in having this contracyclical effect 
occur because of the fact that the insurance companies have such a wide 
diversity of investment outlets. They are active in corporate bond 
markets. They are active in the residential mortgage. They are 
active in commercial mortgages. 

Savings banks are muc h more likely to be in mortgages regardless. 
Pension funds are much more likely to be in corporate bonds. 

So it is in a sense the alertness and the drive for yield on the part 
of life companies that produce this result. And, of course, the drive 
for yield goes back to the fact that as trustees they have got to invest 
their funds in the best interest of their policyholders. 

But what caused this thing? Take for example 1953. We had 
in the spring of 1953 a very sharp change in Federal Reserve policy in 
the direction of credit ease. It followed a period in which credit 
had been tight. There had been a period of perhaps a year in which 
the availability of VA-mortgage financing was practic ally nil because 
of the fact that the interest ‘rate on VA mortgages was not competi- 
tive with the higher rates on corporate bonds and conventional mort- 


gages. 
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In the spring of 1953 there developed a business recession. The 
Federal Reserve moved into a policy of active credit ease. The effect 
of the easy credit policy was, of course, immediately to bring down 
corporate bond yields. Very important also in the decline of yields 
was a reduced demand for capital funds by business and industry. 

That in itself would have tended to cause insurance companies and 
savings banks and others to move over into Government-insured and 
Government- guaranteed mortgages. But another thing happened in 
the spring of 1953 which reinforced this movement. The VA raised 
the rate from 4 to 414 percent right at the time other rates were coming 
down. 

Overnight we experienced a very sharply increased flow of funds 
into VA mortgages. The VA mortgage was particularly favored at 
that time because of the fact that the rate was raised from 4 to 414, 
and other yields on corporate bonds and conventional mortgages were 
coming down. Noth.ag happened to the FHA rate, which had been 
raised earlier, you see. 

Also the VA mortgage has always been regarded by institutional 
investors as a little better bet. They feel they have a little better 
guarantee, a fuller guarantee, in the VA mortgage. 

Also, the means of paying off the guarantee is a shorter, more pre- 
cise one. You do not have to go through so much rigmarole. So the 
VA mortgage has some advantages of that sort. 

What h: appened was that at that time, in the second half of 1953 and 
into 1954, there was an enormous buildup of VA mortgage commit- 
ments. It was practically entirely a VA phenomenon rather than 
FHA. 

By the latter part of 1954 these commitments were cut off sharply 
because in the meantime there had resurged the demand for ¢orporate 
funds and yields began to go up in the corporate bond field. 

So that beginning in late 1954 insurance companies and ‘savings 
banks began to reduce their commitments in the VA field and to go 
back into corporate bonds. 

Mr. Casu. What would have happened if the Congress had per- 
mitted the VA rate to move with the general trend of interest rates? 

Dr. O'Leary. Well, now, my feeling is this: A lot of economists 
have argued that this is a good thing, that what you can do is you 
can use residential financ ing as a contracyclical force, that what hap- 
pens is when you tighten credit residential construction will be cut 
off or be reduced substantially and when you ease credit you can 
through easy credit and very easy credit terms—30-year, no-down- 
payment financing, such as in the spring of 1954—give residential 
construction a stimulus. 

My position on that is this: The major force that is causing this is 
Federal Reserve policy—although you cannot overlook the fact that 
basic demand and supply forces in the capital market also are a part 
of this. It is not totally Federal Reserve policy. But Federal Reserve 
policy plays a large role. 

The position I take is this: That one of the great advantages of 
monetary policy that has always been held forth by students 1 is that 
monetary policy—general credit control poliey—which is what is 
being used here, is impersonal in nature, that everybody can stand 
in line and has an opportunity to get credit if he will pay the rate. 
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It atiects everybody generally throughout the country. It is imper- 
sonal in its nature. 

The thing that troubles me if you look at this honestly is that it 
does not work impersonally, There are certain groups that are at 
times hard hit. One of them is the veterans. 

I am not saying it is not a good thing from the public viewpoint 
to have residential i aaieton reduc ed at a certain point in a 
boom period, but it is inconsistent with the whole theory of general 
credit policy which is supposed to be impersonal and_ will “permit 
everybody to stand in line and get a loan if he is willing to pay 
the price. 

The fixed rate on the GI loan and on the FHA loan cuts them out 
of the market at a certain point because the institutional investors 
do not hke to buy these mortgages at subst: pial discounts. They 
prefer to buy them at around par, because they realize that the dis- 
counts may be shifted on to the homeowner and ang just do not lke 
to be part of that procedure. 

My own feeling is that the general economist can take a lofty view 
of this whole t hing and say this is a beaut iful device for stabilizing the 
economy, that when you have got a boom going on in plant and 
equipment you cut off residential construction, and then when the 
boom in plant and equipment tapers down you can stimulate resi- 
dential construction. Looked at in those simple terms things seem 
to be beautiful. We seem to have a marvelous situation. 

But in terms of human equities and in terms of the basic theory 
of general credit control, namely, that general credit control is sup- 
posed to be impersonal, I say we have a reason for concern. I say 
this is general credit control operating in a selective sort of a way. It 
is affecting the residential mortgage market in a selective way. 

I believe it is vital that we have an independent Federal Reserve 
System. The monetary authorities have SERS NATION Fee over the 
years, especially since 1951. I think it has been one of the bright 
spots in our national economy. The men who run the Federal Reserve 
System are courageous. They are public servants of the highest order. 

But the thing ‘that worries me is that the way monetary policy 
measures affect housing will eventually bring political pressures on the 
Federal Reserve authorities that will seriously injure their independ- 
ence. 

When I say “political pressures,’ I do not mean it in any unfavor- 
able sense. I mean that men who come here into Congress and see 
housing being affected cannot be expected to understand every little 
detail of the way our economy operates, and it is so easy for them to 
say, “We have got to do something about the Federal Reserve.” 

Senator CLark. You know, if you would just use the word “govern- 
mental” instead of “political,” we would be so much happier. Because 
every now and then we do dip briefly into government. 

Dr. O'Leary. 1 would substitute the word “government.” 

Mr. Casn. Mr. O’Leary, what I am trying to get you to say or ex- 
press an opinion about is this: After Pr ofessor Smith noted what had 
happened, he then suggested that it was good that it had happened, 
whether it was deliberate or by accident ; and he suggested that we 
should not permit the VA and the FHA rates to follow general in- 
terest rate trends too closely. He argued that since the Congress has 


41549—59——-16 





234 STUDY OF MORTGAGE CREDIT 


this control, a selective credit control if you will, that the selection 
should be manipulated in such a way that the contracyclical effect 
would be maintained. 

That to me is exactly the opposite from everything you have ever 
told us or everything that most other economists have told us. 

Dr. O’Leary. | would like to repeat and make it perfectly clear it 
is exactly counter to my thinking on this. 

My feeling is that the VA and the FHA mortgages do have cer- 
tain very ood advantages to investors and that it would be perfectly 
safe for Congress to permit interest rates on VA and FHA mortgages 
to be determined just the way they are in conventional mortgages. I 
think the advantage—— 

Mr. Casu. Would not the flow of mortgage funds then follow the 
corporate bond curve in chart 10? 

Dr. O’Lrary. My feeling then would be that if you had free interest 
rates on FHA and GI mortgages the people who wanted these loans 
would really have the opportunity along with everybody else to stand 

in line and get the loans, even though they had to pay a higher rate. 

The road to stability in the economy should be a general effort to- 
ward stability in which credit policy should be acting at the same time 
to stabilize industrial plant and equipment spending as it is acting to 
stabilize residential construction. In other words, the effect should 
be generat. 

Sure, if you had a boom going on, and plant and equipment spend- 
ing was going at high rate, you would have to slow down residential 
construction some. But I feel that it is unhealthy when you just cut 
off this particular area—FHA and VA financing—completely. The 
effects of monetar y policy should be spread more evenly between cor- 
porate expansion and residential construction. 

I feel that in the end other institutional measures will be taken. 
Congress will take other measures. For example, what it is likely 
to do is to feel that it is nec essary to build up a “central mortgage 
bank.” There has been a lot of talk about that, you see. 

Senator Ciark. There still is. 

Dr. O'Leary. The thing that worries me about this is ‘that. the 
way Congress would probably plan the operation of the central 
mortgage “bank would be that, at the very time the Federal Reserve 
authorities were acting in a way to cut off the availability of credit 
for Government-insured and guaranteed mortgages, because a plant 
and equipment boom was going on, the central mortgage bank would 
function to see to it that residential construction still got the money. 

To me the only way you could do that would be by running the 
printing presses, and you would certainly have an inflation. 

But, however, from a social point of view, it would be a perfectly 
natural thing for Congress to think that this is a desirable thing. It 
would be easy to misunderstand how it was operating. But I believe 
the effect would be asI stated. 

This is why I feel that it is dangerous for housing to be used in 
this contracyclical fashion. Other things will be done that will 
defeat this. 

As a matter of fact, even today it is not really as contracyclical as 
some think it is because there is quite an overslapping between booms 
in residential construction and booms in corporate expansion. The 
overlapping occurs in part because of FNMA. FNMA keeps credit 
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flowing into VA and FHA mortgages even though the Federal Re- 
serve is acting to restrict credit. 

And we are deceiving ourselves if we think that it is so nicely 
contracyclical. 

I fear that unless we give freedom of the interest rates on Gov- 
ernment-insured and guaranteed mortgages we will build in other 
types of institutions through congressional action in a way that is 
perfectly socially defensible and desirable on those grounds but which 
will economic ally really give us a lot of trouble in terms of stability 
in the value of the dollar. And I think we will move into that pretty 
much—I think it will be almost an inevitable thing. 

That is why I say that we cannot be complacent and think that 
this isa beautiful situation that Federal Reserve policy operates this 
way to cut off housing—Government-insured financing—when other 
things are going on. 

Mr. Casu. Thank you, sir. 

Senator Crark. Mr, 0° Leary, you have been very patient, I won- 
der whether we should not give you a chance to go ahead. I have 
few questions left, some of which might be $32 and some $64 eae: 
tions, but I think before asking them I would ask you if you want to 
proceed any more in the orderly presentation of oor argument. 

I have read your paper while you were talking to Mr. Cash. Senator 
Muskie has come in a little late. Would you prefer to make a further 
statement, or would you rather just answer some questions ? 

Dr. O'Leary. I thought we had pretty much agreed that what I 
have already said or what I might say probably would cover the main 
substance of my statement, so that I would be perfectly content just to 
have the statement become part of the record. 

Senator CLark. Fine. 

Then if it is agreeable to you, I am going to ask you to turn to 
your statement, to where you ask three questions. ‘The first t question 
is: “Has there been a shortage of funds for residential financing in 
the postwar per iod 2?” 

You answer that, in effect, “No.” You say that the residential 
mortgage market received an abundant portion of the available capital 
funds. 

Dr. O°Leary. That is right. 

Senator Crark. I will not quarrel with you on that. But you would 
agree, would you not, that there were not sufficiently available amounts 
of capital funds to do the job that really needed to be done in the 
housing field ? 

Dr. O'Leary. Yes. Well, I would say this: That one thing that 
has amazed most students of housing—you get very good students of 
housing like Leo Grebler or Art Weimer, many of whom are known 
to your staff at any rate—the thing that has amazed them has been 
that the demand for housing, the effec tive demand for housing, has 
held up so well. 

Senator Criark. I think it is amazing too when you consider how 
high the prices of houses are. 

Dr. O'Leary. That is right. 

I think you have got to look at this matter of whether or not there 
has been enough mortgage money available in two ways. One way is 
this: There certainly has not been enough mortgage money available 
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to provide housing to everybody who is in a substandard house by 
some definition, and there certainly has not been enough mortgage—— 

Senator CLark. Do not just say “some definition.” By excellent 
definition of what a safe and sanitary home is for every American 
family, which is the national objective of the law laid down by the 
late Senator Taft under which the Congress is governed. 

Dr. O'Leary. [ will accept that definition. 

Senator CLark. Excuse my impatience. 

Dr. O’Leary. That is what I had in mind. 

Senator,CLark. I mean we cannot sneer at this. This is something 
effective, and it is national policy, and I am sure you agree. 

Dr. O’Leary. What I had in mind was there have been a number 
of studies. When I said “some definition” I was referring to, for 
example, a study by Brookings Institution, and they resorted to a 
definition, some measure of substandard housing. There have been 
a number of others. And I was just categorically saying that by 
every definition you accept you could arrive at the conelusion that in 
the next decade we ought to build 2 million houses a year and we 
ought to spend a lot of money rehabilitating our cities ie all that, 
much of which might, let’s say, be apartments and all that. I suppose 
the 2 million would include that. 

Senator Ciark. Yes, it would. 

Dr. O’Leary. But the thing that bothers me is that at the same time 
for the last several years I have talked with some very good housing 
economists who—every time there is a turndown in the corporate 
bond market and funds become available for financing residential 
construction—raise a great hue and cry that based on family formation 
and similar criteria there just will not be enough demand for hous- 

ing to absorb these funds. 

Senator Ciark. At the price at which it is presently being sold? 

Dr. O'Leary. At the price, But actually the terms are very easy. 
They are easy at least in terms of amortization period and downpay- 
ment. The interest rate stays fairly rigid. 

And if it has reached a level at 414 or 5 percent or thereabouts, that 
does not change very much. 

But actually the theorists are thinking in traditional terms such as 
the number of family formations as being a measure of the real de- 
mand for housing, and the thing that has impressed me is how many 
of these theorists just do not feel, for example, that you are going to 
need any more than a million or 1,200,000 houses in the next decade. 

They realize population growth is coming along, but they are trying 
to project family formations and all that, and the rate does not get 
up to any fabulously high figure. 

Senator Cutark. The rate of what? 

Dr. O’Leary. I would say that most of these people would assume 
that if we averaged 1.2 million or thereabouts on the average in the 
next. 10 vears, with the figure going higher toward the end of the 
decade, that we would probably be pretty well meeting our housing 
demand with what has already been done in the past. 

Senator Ciark. I would suggest to you that this is totally un- 
realistic and that those are the people who are the real theorists. The 
practical people would point out that the rate of family formation 
plus the rate of deterioration of existing houses is pretty nearly as 
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high as the new houses being built, so that we are making a very small 
dent indeed. We are making some dent, but not much, in the figures 
which are variously estimated as between 13 million and 10 million 
unsafe, unsound, and insanitary houses in which American families 
are presently living. 

Dr. O'Leary. I think our basic question is whether or not there 
will be enough financing available to finance these demands of the 
order you have talked about and to do all the other things. And my 
answer would have to be that unless through Government. policy 
action we direct a larger proportion of our funds into this area there 
would not be enough funds to go around. There is no doubt about it. 

Senator Ciark. Hence this study. I agree with you 100 percent. 
I think that you would be prepared to have your latest answer quali- 
fied, your statement which I referred to to the effect that the housing 
market had received abundant portions of available capital funds. 
You would agree with me that in terms of need the available capital 
funds were inadequate ? 

Dr. O'Leary. I would say that in terms of effective demand for 
housing the ability to— 

Senator CrarK. That is not what I asked you. I asked you in 
terms of need. 

Dr. O'Leary. I know. I know. You are putting yourself into the 
category of the sociologist in my book. 

Senator CrarKk. Of a theorist. And I say I am the realist and 
you are the theorist. 

Dr. O'Leary. I am thinking in terms of an economy in which the 
primary motivating forces are the ability on the part of the people 
to go out and pay for these houses. And I would say that during the 
postwar period in those terms we have had a whole of a lot of money 
that has gone into housing. 

Do not forget there is a very important factor in this picture which 
can be easily overlooked, and that is that all of these institutions 
which emerged from the war with very large holdings of Govern- 
ments have now pretty much liquidated those Government securities, 
and from here on out they are not going to be able to sell Govern- 
ment securities to supply these additional funds for housing. 

What you in effect got was the normal flow of money into the mort- 
gage market in the postwar period plus the funds that came from 
liquidating U.S. Government securities. And this cannot happen in 
the 1960’s. It will have to come strictly from the net growth of 
the institutions. i 

Senator CiarK. It cannot happen in the 1960’s if we continue our 
present anarchic system of control of the capital market, which really 
is no control at all. I do not expect you to agree with this, but I am 
right in saying the Federal Reserve System is the only central bank 
in the civilized world which is not controlled directly or indirectly by 
the treasury of its government. This divorce which you and most con- 
ventional economists lay such store in may well be the Achilles’ heel 
in our whole economy. 

That is far beyond the paper which you have prepared and I men- 
tion it because when somebody comes to read this testimony I just 
would not want silence to indicate assent with your views. 

Dr. O’Leary. May I make a comment on that so the record will 
show where I stand ? 
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Senator CLark. You certainly may. 

Dr. O'Leary. It is that I think that one of the great saving graces 
in the country in the years since 1951 has been the independene e of 
the Federal Reserve from the Treasury, and that I think it would be 
an exceedingly sorry day for this country if we returned to a situation 
where the Treasury did dominate the Federal Reserve. 

Let me qualify that by saying that in spite of that I believe that 
today and consistently since 1951 the Federal Reserve authorities 
have been yery attentive to the needs of the Treasury, have worked 
harmoniously with them, have done everything they could in their 
own good conscience to aid the Treasury in its problems. 

Senator CLARK. Including the tightening of money in the last 
couple of years at the time when the “Treasury had to finance a deficit 
of $13 billion: the political blame for which I will not try to assess 
here. But they were faced with a $13 billion deficit and as far as I 
can make out they did not lift a finger to help the Treasury. 

Dr. O’Leary. Actually I do not ‘think you could say that. I think 
there were times during the financing of that Treasury deficit in which 
the Federal Reserve very definitely did things to be of aid to the 
Treasury. 

Senator CLark. On ashort-term basis from week to week. 

Dr. O’Leary. I think that the Federal Reserve authorities right- 
fully regard that they have a great responsibility, the primary re- 
sponsibility, to look to the whole question of sustainable growth in the 
country. And I think that implied in that isa fair degree of stability 
in the value of the dollar. I think that that is their primary objective. 

I think that they are perfectly right and honest in their own con- 
science and right in the public interest to pursue that objective even 
though at times it has to be somewhat inconsistent with the immedi- 
ate needs of the Treasury. 

Senator Crark. I think that very nicely spreads your disagreement 
on the record. 

With respect to your second question I take it that almost every- 
body would agree that the instability in the market has been an un- 
fortunate thing. 

As to the third question, “How do rigid interest rates on Govern- 
ment-insured and guaranteed mortgages “affect the supply of funds for 
such mortgages?” | guess it Is fairly ¢ clear, is it not, that it would dry 
up the supply? 

Dr. O'Leary. I think it is. And my solution is that Congress take 
action to free them. 

Senator CLark. Would that make it more stable ? 

Would free interest rates tend to overcome the instability in the flow 
of funds in residential mortgages? It would not necessarily, would it? 

Dr. O’Lxary. I think it would. 

You could show that, Senator Clark, in this way: Unfortunately, I 
did not bring another chart down with me that I had prepared, but if 
you look at the flow of conventional mortgage financing where inter- 
est rates were free it has been throughout this period exceedingly 
stable. 

Senator CrarK. I suggest, as Mr. Cash has pointed out to me, that 
chart 10 would not seem to support your last statement. 

I will ask Mr. Cash to state it a little more fully. 
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Mr. Casu. I think that is very central to our problem here, Mr. 
O’Leary. 

Dr. O’Leary. Yes. 

Mr. Casu. Because it could be argued that if the residential rate 
were free, as the corporate bond rate is free, the two lines might follow 
one another depending upon what monetary policy might be in the 
given period. 

Dr, O’Leary. Mr. Cash, my answer would be this: That if we had a 
free interest rate— As I Say, I had a couple of charts which I wish I 
had brought along with me. But if you look at residential construc- 
tion and “availability of residential financing over the last 10 years, 
the thing that will interest you, the thing on the chart that will 
strike you, is the fact that houses with conventional fin: incing where 
interest rates were free have been practically straight at a level of about 
900,000 starts or thereabouts. 

The type of housing that has been affected cyclically has been VA 
and FHA. 

Mr. Cas. Would you not agree that FHA and VA buyers represent 
marginal entries into the market ? 

Dr. O’Leary. That may or may not be true, but my answer to you 
would be 

Senator CLark. Excuse me. It has seemed to us on the committee 
it is fairly clearly true. You say it may not be true. Why not? 

Dr. O’Leary. Marginal buyers? Would you please explain what 
you mean by that. 

Senator Crark. People who would not otherwise buy a house unless 
they could get the easy terms which FHA and VA made available to 
them. 

Dr, O’Leary. Actually, to my way of thinking, the interest rate is 
the least of the three major types of terms, one being amortization 
period, another being down payment. I believe that from the point of 
view of w illingness on the part of the individual ot come into the 
market in this FHA and VA field, it is, No. 1, the downpayment, and 
sa second big factor is the amortization per iod. 

I do not think changes in interest rates are as important as those 
factors. 

Senator Ciark. I would agree with that, but it is important, is it 
not? Because would you not agree that, rightly or wrongly—and 
roe I think it is unfortunate—that what the average house 

uyer thinks about is how much is his monthly payment ? 

Dr. O’Leary. That is right. 

Senator CLtark. And that is compounded of the interest rate, the 
amortization, and the other factors. 

Dr. O’Leary. Yes. Interest rate has a part to play in that. But 
actually the freedom of interest rates on Government-insured and 
guaranteed mortgages would probably under most conditions in the 
postwar period not have produced a movement over a period of time 
of much more than the swing of one percentage point in interest. It 
would not be a movement from 2 percent to 7 percent. I believe it 
would be a movement from 4 to 5 and back to 414 or 4. 

Senator Crark. Even with that, when you spread it over the life 
of the mortgage, it runs into a big amount. 

Dr. O’Leary. If you spread it over the life of the mortgage. But 
I understood you were talking about the average monthly payment. 
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If you think of the average monthly payment, one-half of 1 percent 
does not affect that average monthly payment very much. It does 
affect what the individual pays over the life of the mortgage. But 
you have just said that they look at the monthly payment. 

Senator Ciark. That is right. 

Dr. O’Leary. On social grounds I think you do have to look at 
what happens over the life of the mortgage. But on the monthly 
payment the swing of one-half or three-quarters of 1 percent is not 
going to have too much effect on the monthly payment. 

And I come back to the fact that I think that if interest rates were 
free to move in response to market forces there would be a solid core 
in these other terms. In other words, lenders would be willing ta 
lend at a 25-year amortization period. ‘They would at times go to 
30 years. They would be willing to lend on minimum down paynient 
terms. 

Mr. Casu. But, Mr. O'Leary, I am suggesting that the stability you 
find in the conventional field is not attributable to the free rate. This 
stability may be attributable to the stability of the market that is 
served by the conventional mortgage than to the free interest rate. 

Dr. O’Leary. I would agree in part with you on that. There is 
probably a somewhat greater stability in demand for conventionally 
financed housing. But, on the other hand, suppose there had been a 
ceiling on interest rates in the conventional residential mortgage 
field? Much the same thing would have happened tothem. As com- 
petitive interest rates increased, conventional residential financing 
would have been sharply reduced and funds would have been concen- 
trated even more in commercial mortgages and in.industrial loans. 

Mr. Casn. Except to the extent that most of the institutions sup- 
plying that credit are locked into the residential field, are they not? 

Dr. O’Leary. I would not say that, because the life insurance com- 
panies are the focus on which you have got to think here, and the 
insurance companies are not locked into the residential mortgage 
field. They could put all their money into corporate bonds, com- 
mercial mortgages, and other outlets for a given period of 2 or 3 years 
in an industrial boom period such as 1955-57. 

And they are the investors that cause the residential financing to 
flip up and down in the main. 

The pension funds do not go into mortgages much at all. The 
savings and loan associations have to go there. Savings banks, be- 
cause of their organization, put a preponderant amount of their 
money into mortgages. Those things are relatively fixed. 

The thing that moves up and down in the main is residential financ- 
ing is what the insurance companies do. 

I would say to you that if conventional! residential interest rates 
were not free to move in response to what. is happening elsewhere in 
the capital markets, the same thing would happen to the conventional 
residential market as happens to the GI and FHA—namely, at times 
of industrial and business boom, everything would go into industrial 
loans. 

You would say to yourself under those circumstances that perhaps 
you would get more stability in the rate in the industrial loan field. 
But I think that the free rate in the conventional field is a very im- 
portant reason why there is stability there in conventionally financial 
construction. The money is available at the free competitive rate. 
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And just to complete the thought, I agree with you in part. If 
the interest rate on FHA and VA mortgages were made free to move 
in response to capital market forces, it would not mean that you 
would completely eliminate cyclical movements in these funds, but 
what it would do would be to flatten out those cyclical movements. 
In a dynamic economy such as the American economy there are 


bound to be cycles, but free interest rates on VA and FHA mortgages 


would give a much higher degree of stability in this area. The 
business cycle is an inherent thing in this system of ours. There are 
bound to be cyclical waves. 

But it is, In my opinion, the fixed interest rate on Government- 
insured and Government-guaranteed mortgages which causes the sit- 
uation where you have it at this level in the early 1950’s, VA mort- 
gages | indicating], and then they go right up like that [indicating] 
in a period of 6 months, and then 4 or 5 months later they come down 
like that [indicating]. And what would happen would be if the 
interest rate were free they might go up like that and come down like 
that [indicating more moderate fluctuations] but you would get a 
lot more stability than you currently have. 

Senator Crank. Let’s assume a free interest rate for the moment, 
and that is the way we are tending in this session of Congress any- 
way. Would you not agree that the borrower of mortgage money 
is in an essentially weaker position competing for available funds in 
the money market than the corporation which desires money for capi- 
tal expansion or credit for other purposes ? 

In other words, it is not sort of like Little Red Ridinghood and 
the big bad wolf? 

There has been a lot of thinking along those lines. 

Dr. O’Leary. I understand your question, and I could not agree 
more with you, even though some of my colleagues might be un- 
happy about my admitting this. I am trying to be perfectly frank, 
as you can 

Senator CrarKk. I think your testimony has been exceedingly val- 
uable. Any adverse disagreement we have had is purely I hope, on 
an intellectual basis. 

With reference to the material that you referred to regarding the 
effect. of interest-rate ceilings on Government-underwritten mortgages 
I have no objection to having it entered into the record at the close 
of your remarks. (See p. 265.) 

Dr. O’Lrary. Let me explain what I mean by that, which I think 
will elaborate your point. 

Business corporations today under our Federal tax laws are per- 
mitted to treat interest as a deductible item. Therefore, if interest 
rates rise and you have got an industrial boom going on and the ex- 

ctation of making attractive profits exists and a corporation which 
~ been paying 4 percent for long-term money has to pay 41% percent, 
one-half of that increase in interest is something that Uncle Sam is 
picking up because of the 50-percent deduction. 

Now your point. is this: That if interest rates are going up, the 
business corporation is less sensitive to this rise in interest rates than 
would be the homeowner, and your are—— 

Senator Crark. Let’s tie that down, because you said 50 percent. 
It is really 52 percent? 

Dr. O'Leary. It is 52 percent. 
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Senator CLrark. And the average mortgage borrower is perhaps in 
the 20- to 30-percent bracket. 

Dr. O'Leary. That is right. However, my solution to this: The 
thing that I think that is plaguing us here is what I would term “in- 
stitutional factors.” One of the institutional factors in the market 
is this fixed interest rate on FHA and GI mortgages. Another in- 
stitutional factor lies over here in this tax situation. And most people 
would disagree with me, but I think that in studying tax reforms we 
ought te start thinking about whether or not this deduction on in- 
terest rate is a good thing in our corporate tax structure. I think 
that—— 

Senator Crark. Let’s cut out the business expense deduction be- 
fore we get into the interest rate—nightclubs and things. 

Dr. O'Leary. I think the way you and I might differ on this, Sena- 
tor Clark, is that I feel if an intelligent approach i is made in the way 
of reforming some of the things th: at have been built into our market 
type of economy, both on fixed interest rate in certain areas and re- 
forms in the tax field such as this one we have already mentioned, by 
eliminating some of those institutional deficiencies the free market 
forces will do a better job of allocating these funds. 

Then on top of that—I go along with you—I think as this economy 
of ours becomes more complex and we are in a cold-war sort of situa- 
tion, it is necessary that the Federal Government have more of a role 
through the tax system, through regulatory devices, and both at a 
Federal level and State and local level, to be sure our resources are 
ullocated in a way to get the most effective growth. 

I agree with the idea that we have grown in terms of our living 
standards in this country, but I wonder whether we ought to have so 
many long automobiles’ that do not fit in garages and whether we 
should not have more schools. 

That is the sort. of thing where I think the market system is not 
going to be able to doa complete job. There is a bigger role for 
government I think.’ But it has got to be done in a coordinated, in- 
telligent sort of way, and I do not think we should give up the market 
system as an allocator of funds. I think we can greatly improve it by 
eliminating some of these institutional handicaps that we have. 

Senator Crark. To me the end result of your extremely interesting 
presentation is that we are going to have—and on this you have some 
reservations—but am I not stating your overall thesis fairly that we 
can look forward to a period when there is not going to be, under 
our present system, enough capital to meet our needs? We agree on 
that, do we not ? 

Dr. O'Leary. Right. 

Senator Crark. And you would advocate a removal of restrictions 
on the interest rate so that in effect the available capital would go to 
the highest bidder ? 

Dr. O'Leary. That is right. 

Senator Ciark. And this would result, would it not, in a high re- 
turn on capital, a high interest rate, for the foreseeable future ? 

Dr. O’Leary. It seems to me it is almost inevitable that in the next 
10 years—I say “almost inevitable,” and I am making a lot of assump- 
tions about this economy of ours—but I feel that in the next 10 years 
there are forces that will be operating that will push us on to pretty 
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fully employed economy with a fair measure of growth, and I think 
this is inevitable regardless of who is running the Government of the 
country. 

Under those circumstances, if I may be very frank, regardless of 
what political party is in power, I think things will be done and it 
will be recognized that this problem exists. There will be basic de- 
mand and supply forces regardless of who is in authority, regardless 
of whether the Democrats or the Republicans are there. I think the 
Federal Reserve will do exactly the same thing no matter who is 
there, because it will be so clearly recognized it is for the public good. 

Under those circumstances it seems to me—and what are interest 
rates?’ They are just a market price, that is all, for borrowed money. 
And it seems to me almost inevitable if you have these pressures that 
rates are going to rise. 

Actually, interest rates have moved historically over time. They 
are not high today historically. They are relatively low still his- 
torically. T think there has been a lot of talking about high interest 
rates without very much historical perspective. 

Actually, you would be interested to know, Senator Clark, that we 
have just agreed to make a research grant—again another research 
grant—to the National Bureau of Economic Research to study this 
whole question of interest rates and the many issues that arise here. 

If you know the National Bureau of Economic Research, you know 
that it is an impartial private organization. We make grants to them 
just the way that Carnegie Foundation or the Rockefeller people will. 
And they select their own people and will do the job. 

One thing that I am sure will be brought out here is that if you 
look at the long sweep of history, interest rates today are compara- 
tively low in terms of earlier per iods, and they have moved this way, 
and I do not feel particularly alarmed about that. 

I think in the next 10 years as a result of these pressures that a par- 
ticular price will rise—namely, interest rates. They will rise some 
years and go down in others, but I believe the general level will move 
upward. T think we will adjust to that the way we have adjusted 
to other things. 

There are problems. State and local governments have the problem 
that they have only statutory authority to borrow at certain limited 

rates. We are going'to have plenty of problems; rigidities of interest 
rates and in the ‘apital markets generally are going to cause us some 
difficulty. But I feel that we can proceed. 

I think we shall have increased savings in the 1960’s if we can 
destroy the general public expectation that inflation is going to 
increase. 

But I think the demands for capital are going to be enormous. I 
repeat that the basic problem is that the many things that we want 
to finance—State and local government public improvements, schools, 
housing, and business and industrial expansion—all these things are 
going to add up and the demands for financing are going to exceed 
the supply of savings. Whatever administration is in power is going 
to recognize that to , put newly created money into this situation will 
only cause inflation, and so when you come right down to it, it will be 
demand and supply factors that are going to operate, and anybody 
who has studied elementary’economics knows that when demand is 
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pressing against supply the price rises, and in this case that is the 
interest rate. 

Senator CLiark. The answer to my question as to whether interest 
ene ny your opinion will rise over the next decade then I take it is 
“Yes”? 

Dr. O'Leary. I think so, yes. 

Senator Ciark. You talk about the competition for money in a free 
money market, but you would agree with Mr. William Martin, would 
you not, that we do not have a free money market, that we have a 
manipulated money market, and that it is manipulated deliberately by 
the Federal Reserve System in accordance with law? He has so 
testified before this committee. 

Dr. O’Leary. He has testified that it is manipulated ? 

Senator Ciark. That this is a manipulated money market and that 
his job is to manipulate it in the public interest, and he is doing that 
as he sees it. 

In other words, he makes money tight, he makes money free, he 
uses his power as to the rediscount rate, he uses the interest rate, and 
all this is deliberately done in accordance with national policy and 
in what he conceives to be the national interest. And I have enormous 
respect for him. I think we all have. 

I am just wondering if you do not agree we have not a free money 
market, tliat we have a manipulated money market ? 

Dr. O’Leary. If you are asking me this question, namely, do the 
monetary authorities in exercising their various measures of control 
affect. the money market and the capital market and at times by re- 
stricting the general availability of credit contribute to a rise in 
interest rate and at times by easing it do they contribute to-a decline 
in rates, obviously the answer is “Yes.” 

However, I would not call this a manipulated market, because I 
believe that most of the time since 1951 the Federal Reserve has 
largely been on the bandwagon rather than pushing or pulling the 
bandwagon. The demand and supply forces have been the things 
that have basically caused the movement of interest rates: It may 
have been that the Federal Reserve action touched off and affected the 
speed and degree of interest rate change, but the basic demand and 
supply forces were there and were the things that were doing the job. 

Senator Ciark. All right. Now I think we have our thinking in 
line, if not agreement. I want to ask you to make the assumption 
which I think you have admitted is a valid one that there will be 
a continuing need in the next decade for more capital for a variety 
of useful projects. I want you to assume, which is a pretty big 
assumption for you to make, that we are going to have a balanced 
Federal budget someway, somehow. And then I want you to assume 
that there will be at least for the immediate foreseeable future a 
continuation of the present excess of productive capacity. And then 
I am going to ask you what is wrong with increasing demand deposits 
through Federal Reserve operations for the purpose of keeping in- 
terest rates down. 

Dr. O’Lgary. This is in terms of the decade as a whole? If you 
had this situation ? 

Senator CrarKg. I would start right now with those assumptions 
being true, and then I would move from the immediate present, as 
you see fit, toward the rest of the decade. 
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Dr. O’Leary. This isan exceedingly good question. 

Senator CiarK. Let me say I know it is not easy to answer. I have 
no answer myself; that is why I am asking you. 

Dr. O’Leary. I will tell you how I would look at this. We have 
at the present time on a seasonally adjusted basis an unemployment 
of about 5.3 percent of our labor force. 

Senator Ciark. It is 5.8 percent I think. That is only wholly and 
totally unemployed and does not include partially unemployed nor 
does it reflect the length of the workweek. 

Dr. O’Leary. I think you will find that the seasonally adjusted rate 
as of the end of March, the latest figures, was 5.3 percent. I think 
that would be an important thing to check. 

Senator Ciark. I think it would be too. 

Dr. O’Leary. Because I think it was 5.8, and I think they gave out 
some figures the other day that indicated seasonally adjusted it was 
5.3 at the end of March. 

Senator Crark. The staff is checking it. So while they are, go 
ahead. I could well be wrong. The seasonally adjusted is 5.8. 

Dr. O’Leary. End of March? 

Mr. Coan. Middle of March. 

Dr. O’Leary. Maybe the figure I am talking about is the end of 
April. 

Senator CLarx. Could be. 

Dr. O'Leary. [think Iam right. 

Senator Ciark. I see some economists in the audience nodding in 
assent with you. 

Dr. O’Lrary. I had the wrong month but the right figure. It was 
the April figure ? 

Mr. Coan. That is right. 

Dr. O’Leary. The point I am getting at is this 

Senator CLrark. Excuse me a minute. Let’s just keep this in the 
back of our thinking—that that will go down again in May, that it will 
go up again in June—so again we have this statistical problem. 

Dr. O’Leary. Yes. What I would say is that 5.3 percent might 
seem to be a rather high rate of unemployment, but it ignores the 
fact that even in some of our prior periods in which there were real 
inflationary periods that were operating, let’s say 1955 through 1957, 
or in earlier periods, the seasonally adjusted rate was still as high 
as close to 4 percent. 

Most students of the labor market recognize that there is a normal 
frictional unemployment, people moving from job to job, that is al- 
ways going to exist in a dynamic economy. 

Senator Crark. Excuse me for interrupting, because our labor 
friends, with whom you may not agree, would put that frictional un- 
employment figure at 2.9 percent. 

Dr. O’Lxary. I am talking about some economists who are not labor 
friends but economists who are students of this labor field and whose 
judgment I humbly would suggest might be a little bit more im- 
partial. 

The students would say 

Senator Criark. These are not the economists of the large manufac- 
turing corporations or of the lending institutions ? 
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Dr. O’Lrary. These are university economists who are students, 
men like Clarence Long at Johns Hopkins, and people of that sort, 
who are students of employment and unemployment. 

In other words, even under the best of times, there is a fairly high 
rate of unemployment that is frictional unemployment in nature, 
may be running as high as 3.5 to 4 percent. 

So that this 5.3 percent does not leave you an awful lot of margin. 

I suggest, however, that in spite of that a good part of it is struc- 
tural in nature. That is, it is people rather chronically unemployed 
but in particular industries in particular parts of the country. I 
think that has been pretty well established. 

Senator Clark. Of course that is true, and I think you make a valid 
point, at least in part, although we would disagree on the percentage 
of the labor force which represents frictional unemployment. 

But let me suggest to you that the unemployment figures are not 
necessarily the test of the utilization of productive capacity, because 
they ignore the increase in productivity which has come from auto- 
mation and the like. 

Just take the United States Steel Corp. as an example, which is 
operating at the moment. at a very high rate of capacity because of 
the imminence of a strike. But that corporation can now operate 
at a profit at 40 percent of capacity, and therefore there is not too 
much incentive to bring high-cost plants into operation where perhaps 
in the end profit margin would be cut and the productive capacity 
would not be adequately’utilized. 

Dr. O’LEary. Now you are going to lead me into a lot of things that 
I really do not know an awful lot about. 

Senator CiarK. Don’t labor under the illusion I know anything 
about them either. 

Dr. O'Leary. But the point I was going to make, the point I 
would like to make, is this: That the volume of unemployment meas- 
ured in terms of 5.3 percent as compared with what has traditionally 
been a fairly normal figure even in a boom of, say, 3.5 to 4 percent: is 
really quite low. The economy judged by most economists would be 
performing quite satisfactorily at the present time. 

Let me make my point, however, and you can criticize it in any 
way you want. My point is this: We do have some structural unem- 
ployment that needs correcting—and I feel strongly about this myself. 
My own background is from the laboring class, and I am not any 
fat-cat capitalist. I have a lot of instinets of sympathy for the 
average workingman. I come from New England. I am a Connec- 
ticut Yankee: I know certain parts of Connecticut like Torrington 
that have people unemployed who are in the hardware business and 
they just do not-have jobs. 

But I say let’s not use a shotgun to correct that situation. Let’s not 
pour a lot of new money into this through building up our bank 
deposits, or we are apt to reap a whirlwind of inflation generally with- 
out improving the situation. 

I think we have got to pinpoint our action to correct this structural 
unemployment and I think we are going to have to be much more 
realistic in terms of unemployment benefits. We are going to have 
to do things that will move people out of these areas. 

It is hard to move. I happen to have a place up near Torrington, 
and I know if people moved elsewhere—let’s say to East Hartford— 
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they might have jobs, but you cannot move them out of that Torring- 
ton area. 

Senator Crark. Let me point out, Mr. O'Leary, that I have not 
intended by my questioning to get you into a discussion of unemploy- 
ment. Because in the assumptions I made in my question I was talk- 
ing about productivity and unemployment, and it seems to me they are 
two different things. 

To be sure, they interrelate. 

But since you ‘have mentioned unemployment, I do think you have 
to take into consideration as a factor in your discussion ‘the con- 
stantly increasing labor force and the fact there were twice as many 
babies born in 1956 in America as there were in 1936. So unless we 
can get a growth economy of a far higher rate on a per capita basis 
than we seem to be proceeding at the moment, then I think we will 
run into a very serious unemployment problem. 

Dr. O'Leary. I understand your question perfectly, and the reason 
I mentioned unemployment is that this is the way the economist 
measures the degree of pressure in the economy and it is a measure of 
unemployed resources. 

Of course, the Keynesian economics takes the view that if you have 
got a substantial amount of unemployment in the economy ‘that you 

can inject newly created money into the situation and it will have 
a stimulative effect, that it would not raise prices, and it would, in 
effect, add to your capital formation. 

The point you are making is that suppose you have an economy 
that chronically tends to have some unemployment or a relatively 
high degree of unemployment that is growing slowly. The point you 
are making i is: Would it not be a good thing to inject new money into 
the thing to kind of keep it geared up so it would be growing at a fast 
rate all the time ? 

Senator CLark. It is not quite that. Let’s get our minds together, 
because I want to be sure you understand my point of view. 

We agreed that there is a need here for more capital for a variety 
of useful purposes. The one we are studying in this committee is more 
mortgage money to make it possible to ‘build more houses. 

That basic assumption of need I think you agreed with. 

Dr. O’Lrary. Yes. 

Senator Crark. I asked you to take my basic assumption that we 
had balanced the budget and that we had an excess of productive 

capacity. That is to say, we could build a lot more houses if we wanted 
to without running into much of a problem of scarcity of materials 
and labor. 

Dr. O’Leary. I am sorry. Are you talking now particularly about 
the present situation or is this an assumption about the future ? 

Senator CLark. No, I am talking about the present situation. And 
then IT asked you to project it into the future. I was antic ipating that 
you would say that the present situation would not last very long. 

Dr. O'Leary. I would say this. I will give you a direct answer, 
and it may disagree very strongly—I am sure it will—with your posi- 
tion. I would say it would have been a serious mistake any time in 
the last 6 months for the Federal Reserve to have permitted a sharp 
increase in demand deposits on the ground that there were unem- 
ployed resources and that you could absorb them and go on. 
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My own feeling’i is that the difficulty about this is that this is not an 
even process. What happens is that you take certain steps. You 
could illustrate it by the difference between 1953 and 1954 and 1958. 

In 1953 and 1954 the Federal Reserve went in and did a massive 
job of making credit very easy. In 1958 it was much more moderate 
and careful in what it did. 

And why did it differ in those two periods? Well, the reason it 
differed was that the Federal Reserve people rightfully recognized, 
and I think some of them publicly so stated, that they overdid this 
credit ease in 1953 and 1954 and that is the reason why things moved 
to a boom period in 1956 and 1957. 

Senator CLark. This must be a question of judgment, because there 
are many of us who feel they did not move quickly enough or in mas- 
sive enough form and that that prolonged the recession at least 9 
months. 

Dr. O'Leary. You mean in 1958 ? 

Senator CiarK. Yes. 

Dr. O'Leary. Well, itis a matter of judgment. And I think honest 
men can differ in their judgments. I could get 20 top economists in 
the monetary field, and you could probably divide them up 10 on one 
side and 10 on the other. 

I happen to feel, and in a sense you may disagree with me—you 
may be willing to have Government policy err on the side of maybe a 
little inflation but at least be sure we get our growth. I want them to 
err on the side of stabilizing the dollar even though we do not grow 
quite as fast. 

To me all the signs point to a great need to hold down this creeping 
inflation, and I am glad that the Federal Reserve is a little cautious 
because history shows we have experienced quite a bit of inflation and 
the public expects we are going to get more of it, and I do not think 
that expectation on the part of the , public i is a healthy thing for this 
country. 

Senator Crark. I think you make a very good case for your point 
of view. But let me turn your mind back to why the suggestion which 
I made on the assumptions which we have agreed to would be infla- 
tionary. 

Do you want me to restate it? 

Dr. O’Leary. Would you do that? 

Senator Ctark. Assume the continuing need in the next decade for 
more capital for a variety of useful projects. Assume that we are 
going to have a balanced Federal budget. Assume at least for the im- 
mediate foreseeable future a continuation of the present excess of 
productive capacity. Then why would it be inflationary for the Fed- 
eral Reserve to manipulate the money market in accordance with law 
by increasing demand deposits and thus tending to keep interest rates 
down? W hy would that be inflationary ? 

Dr. O'Leary. Well, I will give a straight answer on that. If you 


assumed that over the next 10. years beginning today the budget were 


balanced, that we had an economy in which there did chronically tend 
to be a substantial amount of unemployed resources, if you assumed 
that sort of an economy—which to me is rather inconsistent with what 
we have said about this great demand for capital funds—— 

Senator Crark. It exists today, does it not? 
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Dr. O’Lxary. What is that? 

Senator Cuark. It exists today. We are not using our productive 
capacity at anything like its full extent. 

Dr. 2 paron Let’s postpone that for a second and let me complete 
my thought. 

Senator Ciark. Yes. 

Dr. O’Leary. I would admit if you had this sort of economy with a 
substantial amount of unemployed resources, of labor and equipment 
and so forth, and you were coming into this period, I feel confident 
the Federal Reserve policy would be to create credit ease in just the 
way you are indicating, because I think they could afford to increase 
the volume of demand deposits. I think they would automatically 
do that if you had these circumstances existing. 

Senator Cuark. In other words, if those basic assumptions were 
correct, then you would agree with what the Federal Reserve would 
do, as you see it which would be to ease interest rates ? 

Dr. O'Leary. That is right, ease the availability of credit. And 
furthermore, I would agree if you had these circumstances and 
enough unemployment they could increase the money supply with- 
out causing prices to rise. 

Senator Ctark. And hence it would have no inflationary effect? 

Dr. O’Leary. It depends on how you define inflation. 

Senator Cuark. Yes. 

Dr. O'Leary. I am defining inflation in terms of the price rise. 

Senator Ciark. So am I. 

Dr. O’Leary. So that is why I put it that way. If you increase the 
money supply under those circumstances, you would not—at least 
from the demand side—get an inflation. 

What happened over on the cost push part of this is another matter. 

Senator Cuark. That is, the wage-price business ? 

Dr, O'Leary. That isright. But ga like to say, however, that 
my basic assumption about the next 10 years is that because of the 
great demand for industrial capital expansion and housing, as well as 
State and local government capital improvements, and so forth, most 
of the years we are going to be operating in a period in which it will 
be ill-advised for the Federal Reserve to do any substantial amount 
of increasing of the money supply. 

There will be years in which they probably can do it just as they 
did in 1958. I am willing to accept the assumption of a balanced 
Federal budget. I fear it is wishful thinking, but I am willing to 
accept it as an assumption. But even if you had the Federal Govern- 
ment out of this demand for funds, I think the other demands are 
going to be great enough so you will be pressing upon the supply of 
available capital funds and from savings sources, that is the type 
of economy that usually is one in which there is full employment 

Senator Ciark. Does that not result in a drag ongrowth created 
artificially by refusing to increase the money supply as the gross 
national product increases ? 

Dr. O’Leary. Oh, I think the Federal Reserve definitely has in 
mind the fact that as gross national product increases the money 
supply has to be increased. I think this is definitely part of their 
policy. Namely, they recognize that in order to do a certain amount 
of business in the economy there is a relationship between the amount 
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of business you do and the amount of money that has to be available 
to do it. 

Senator CLark. Tempered only by the velocity and turnover? 

Dr. O’Leary. That is right. That is one of the things that is hard 
for them to cope with. I was fascinated by this the other day in 
looking at some of the velocity figures, and I do not think many 
people realize that—in the per iod from about 1955 through 1958 there 
was an enormous increase in the velocity of turnover of demand 
deposits. It went from something like 40 times a year to something 
like over 60 times a year in New York City banks. 

That is much more important than physical increase in the amount 
of money. The amount of money increased at that time $5 or $6 
billion as a result of expansion of bank deposits, But the velocity 
factor was much more significant. And that figure was for the New 
York banks. It was a much lower figure for the country as a whole. 
But look at what the Federal Reserve has got to cope with, you see. 

One of the things that made it so hard for them to handle this 
situation in 1955 and 1956 was that it took them a long time to absorb 
the ability on the part of business concerns to economize on the use 
of money and turn it over faster. 

I think we should realize that the Federal Reserve has, in my 
opinion, an enormously effective staff that is following economic de- 
velopments carefully. The only way they can operate 1s by following 
developments from day to day, and, in their best judgment, acting 
accordingly. 

I am frequently involved in meetings with the Federal Reserve 
people, and you could not find a more dedicated group. It hardly 
seems necessary to say that they are just as interested in growth and 
in the public welfare as any Member of the Congress obviously is. It 
goes without saying. And obviously they are not ‘interested in whether 
interest rates are high so the banks can make any money or the in- 
surance companies will have a good rate of return. Their primary 
concern is to conduct monetary policy in the interest of substantial 
economic growth of the Nation. .It is my opinion that it has been a 
very fortunate thing for this country that we have been able to get a 
man like William McChesney Martin into the job and do the coura- 
geous job he is doing. He is criticized all the time by pressure groups 
who do not like what he is doing, but he is doing what he is doing 
because he is convinced it is in the public interest. 

Senator Ciark. I agree with all that. But think of all the people 
through history, starting no further back than Julius Caesar, who 
felt exactly the same way. 

I think the only question is one of judgment. 

Tam prepared to admit that the most rightwing economist in the 
country is just as dedicated as I am, probably 1 more so. 

But it seems to me that has very little to do with the question. 

Dr. O’Leary. That is not quite what I meant, Senator Clark. What 
T am saying is that the Federal Reserve has an ‘excellent staff and they 
are not politically selected. There are just as many people—— 

Senator Crark. If you will excuse my mild irritation, you always 
think when you say something is “political” that you have damned it 
for good. And if I say it is “plutocratic,” then you think I am a 
demagog. I think it is just a question of semantics. 
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Dr. O’Leary. What I am saying is that basically the Federal Reserve 
staff is on top of this situation as best any economic research staff can 
be, and I think that when the Board acts it acts on the best advice it can 
get from an exceedingly able staff of business analysts that they have at 
the Board and in the various Federal Reserve banks. And these men 
are men who command enormous respect in any group of economists. 

Senator Cuark. I think this is true. The only question in my mind 
is whether they do not have a built-in bias which is inherent in the 
method by which they are selected and in the freedom which they have 
from any responsibility for governmental policy. 

This is a big question which you and I are not going to settle this 
morning. 

Dr. O’Leary. I agree. 

Senator Ciark. Let me ask you just a couple more questions if you 
have the time. 

In the first place, would it not be useful, and in the second place do 
you see any way of doing it, if we could evolve policies which would 
take money out of the stock market and put it into the bond market ? 

Dr. O’Leary. I like that question. Because I think that is one of 
the measures of the danger we are in today. There is no doubt that 
a substantial part of the funds that ordinarily would have gone into 
life insurance or into the savings banks or into any of the other in- 
stitutions that primarily invest in fixed-income obligations—bonds 
and mortgages—or funds that individuals themselves directly would 
have put into bonds and mortgages—is being diverted to the stock 
market. And to my way of thinking that is a much better measure 
of the inflation danger we have. 

It is easy to take a look at the movement of prices in the last year 
and say they have been perfectly stable and what is all the shooting 
about. 

Senator CiarK. That is right. 

Dr. O'Leary. But why are people taking money out of fixed-income 
obligations and putting it into mutual funds and directly into the 
stock market ? 

Senator Crark. Are they doing it, or is it merely that as new funds 
are available for investment they go into stocks rather than bonds? 
Can you trace any substantial retreat of investment from bonds into 
stocks? Or is this just a method of allocation of new capital as it 
comes in ? 

Dr. O’Leary. I think it is actually a diverting of funds. You can 
see evidences of it with the life insurance companies. I am not well 
enough informed about the other institutions. But it is undoubtedly 
happening with the insurance companies. 

I will give you one measure of that. That is that one of the im- 
portant sources of funds for life insurance companies in prior years 
was the fact that when policies matured there were options that per- 
mitted individuals to leave those funds on deposit with life insur- 
ance companies. Today, that particular source of cash has been re- 
duced sharply and the companies have looked into this and it is ob- 
vious that a good deal of that money has gone into the stock market. 
_ Now, this sort of thing, if you could trace it, I am sure is happening 
in many, many ways. 

My point is that I think you are absolutely right that it would be 
desirable to evolve ways to shift funds from the stock market into 
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bonds and mortgages—most desirable from the point of view of our 
social objectives and growth in business and industry—growth in real 
terms. What has happened has been that funds moving into the stock 
market have been caught in an upward movement of prices, and ac- 
tually I think a strong argument could be made that they are not 
being used productively but are being dissipated in rising stock prices. 
They are just being funneled into a whirlwind of rising prices, and it 
would be better if those funds were going into mortgages, from my 
point of vigw, and from the point of view of the growth of the country. 

I ask why are they going there? Well, the reason they are going 
there is that the general public has become convinced that we have 
got inflation. That is why I say the Federal Reserve is so right in 
leading in the direction of fighting inflation because we have got to 
destroy the inflation psychology tendency. Otherwise, we are going to 
destroy the basis for mortgage financing and all these things. 

Senator Cuarg. I certainly understand your point of view, whether 
I agree with it or not. 

One final question. Do you think if we repeal the capital gains tax 
temporarily with notice that it would be reimposed that this would 
have a salutary effect on the stock market ? 

In other words, is it not true that many a trust and many an ac- 
count is holding stocks in the hope that somebody will die or legal 
situations will change so there can be revaluation at a higher figure 
and that this tends to build in a support for a constantly increasing 
market because nobody wants to pay that 25 percent capital gains tax? 

Dr. O'Leary. I think you are absolutely right. And I think that if 
the capital gains tax were eliminated temporarily or if it were re- 
duced sharply, the floating supply of stocks would not be so relatively 
contracted. 

There is one rather salutary thing happening though. That is, I 
think there are some naaaitilienen that are correcting this situation. 

My own feeling is that, as a result of the business recovery, the U.S. 
Government will come pretty close to balancing the budget. I think 
if the budget is balateod it will help a great deal to reduce the general 
expectation on the part of the public that we are going to have more 
inflation. I think the unbalanced budget has been kind of a sign to 
them that inflation was going to continue. 

If the budget were balanced, I think it will help that. 

Senator Ciark. This is what Thurman Arnold used to call part of 
the folklore of capitalism. 

Dr. O’Leary. One other thing is this: The rate of return on stocks 
has gotten so low now relative to bonds that finally corporations are 
beginning to do some financing through stock issues and convertible 
debentures, and it looks to me as though the supply of stocks will be 
increased so that you may get some damping down of demand and 
increase of supply, and the stock market may cool off a bit. That is 
my hope. 

Senator Ciark. Thank you, sir. 

Senator Muskie, do you Coss any questions? 

Senator Muskie. No questions. 

Senator Crark. Mr. Cash? Mr. Coan? 

Mr. Casu. No questions. 
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Senator Crark. Mr. O’Leary, thank you ever so much for a really 
fascinating exposition of these difficult problems. And let me say 


again to you, Iam very grateful, and we on the subcommittee are, for 
your coming down. 

Certainly, as far as I am concerned, I feel I have profited educa- 
tionally a great deal this morning. Nothing I have said indicating 
disagreement between us was intended.as anything other than in the 
most laudable possible way toward your own presentation. 

Dr, O’Lrary. May I say also that I appreciate the privilege of 
coming down here. I think it isa wonderful way you are conducting 
the hearings. I must say that your questions were most interesting 
and to the point, and it was a very stimulating discussion from my 
point of view. 


Senator Crarg. Thank you very much, sir. 
(Dr. O’Leary’s prepared statement follows :) 


STATEMENT OF Dr. JAMES J. O'LEARY, DrREcTOR OF ECONOMIC RESEARCH, LIFE 
INSURANCE ASSOCIATION OF AMERICA, NEW YorK, N.Y. 


My name is James J. O’Leary and I am director of economic research, Life 
Insurance Association of America, New York City. 

The purpose of this statement is to provide a general discussion of trends in 
the sources and uses of capital funds in the American economy during the 
postwar period, with particular reference to the availability of financing for 
residential construction. My remarks will deal with such questions as how 
important residential capital formation has been in contributing to the demand 
for investment funds and what are the principal sources from which such funds 
have been derived to meet this demand. I shall also try to place the use of 
capital funds for residential financing in perspective with other competing uses 
of funds, such as corporate, Federal Government, and State and local govern- 
ment financing. The series of charts which are attached will facilitate my 
presentation. 

Chart 1 shows the trend in the total supply of capital funds available from 
savings sources during the period 1947-57. The lower portion of the chart, 
labeled “Savings Institutions,” includes life insurance companies, savings and 
loan associations, mutual savings banks, and the time deposits of commercial 
banks. The total for these institutions rose sharply from $7.5 billion in 1950 
to $15.5 billion in 1954, with moderate tapering off until 1957 when it stood at 
$17.9 billion. The figure in 1958 (not shown on the chart) was $21.6 billion. 
It should be noted that all of these figures on sources of funds, in this and other 
charts, are on a net basis; that is, they show the net flow of funds available and 
do not include funds obtained through refinancing. 

The upper portion of chart 1, “Other Nonbank Sources,” includes State and 
local government funds, uninsured corporate pension funds, fire and casualty 
insurance companies, corporations, U.S. Government funds such as the old-age 
and survivors insurance fund, and all other nonbank sources of funds, the latter 
being in the main individuals and unincorporated business. 

Chart 1 shows, of course, a general rising trend in the total supply of capital 
funds available annually from savings sources. The total nearly doubled from 
1947 to 1957, rising from $19.4 to $37.7 billion. The jaggedness of the movement 
from year to year is largely explainable in terms of the sharply changing role 
of corporations as a source of funds. During the postwar period the volume of 
nonbank funds has displayed an encouraging growth. This growth not only 
reflects the growth of national income in real terms; it likewise is a product in 
part of the postwar inflation and the effect which inflation has had in raising 
money income. 
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Chart 2 shows a breakdown of the capital funds available from the principal 
savings institutions during 1947-57. This is a detailed picture of the lower 
portion of the preceding chart. The growth of savings and loan associations 
as a channel of savings is particularly noteworthy. 


CHART 2 


Capital Funds Available From Principal Savinzs Institutions, 197-1957 
(Billions of Dollars) 
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The succeeding charts depict the uses of capital funds. Chart 3 shows the 
uses of capital funds in the real estate mortgage market. Here again, and in 
subsequent charts, the figures are net; that is, they measure the net increase in 
the particular use of capital funds being discussed. Chart 3 shows the great 
use to which savings—capital funds—have been put to finance residential] 
construction. The figure rose from a net increase in residential mortgage debt 
of $5.7 billion in 1947 to a high of $8.7 billion in 1950, and then after some de- 
cline to a new high of $13.4 billion in 1955. It amounted to $11.5 billion in 
1958. The growth of our housing in this country has taken a major share of 
the country’s voluntary savings. The chart also shows the use of capital funds 
to finance cammercial and farm mortgages. 


Cuart 8 


Uses of Capital Funds in the Real Estate Mortgage Market, 1947-1957 
(Billions of Dollars) 
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Chart 4 shows the uses of capital funds to finance business corporations, 
1947-57. It depicts the extent to which the private capital market supplied 
funds, through the purchase of bonds and stocks, for the expansion of business 
and industrial corporations. Not included in this chart are the funds which 
corporations supplied themselves out of retained earnings. These are rather 
the funds which corporations raised by selling their securities to life insurance 
companies, pension funds, and other similar investors. This chart shows how 
private savings became available to aid the expansion in productive capacity of 
corporate enterprise. The net availability of these funds totaled $67 billion in 
the period 1947-57. The amount in 1958 was $8.1 billion. 


CHART 4 


Uses of Capital Funds in Corporate Financing, 1947-1957 
(Billions of Dollars) 
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Chart 5 builds on earlier charts and shows the relationship between capital 
funds supplied to finance residential mortgages and corporate securities. It ig 


interesting to see that the net increase in residential mortgage debt each year, 
with the exception of 1957, has exceeded the net increase in corporate securities. 


CuHartT 5 


Uses of Capital Funds in Residential Mortgages, Commercial 
Mortgages and Corporate Securities, 1947-1957 
(Billions of Dollars) 
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Chart 6 shows the uses of capital funds in financing U.S. Government and 
State and local government units. The years in which the plottings for U.S. 
Government securities are below zero indicate the instances in which the out- 
standing Federal debt has been reduced. In 1947 and 1948, for example, the 
Federal debt was reduced in the aggregate by $6.6 billion, and again in 1956-57 
by $5.8 billion. In these years the Federal Government was actually “saving” 
and supplying funds to the capital market. However, in the years 1949 and 
1951-55, inclusive, the Federal Government was a net borrower of $28.4 billion, 
and in 1958 borrowed net an additional $8 billion. The chart also shows the 
steady use of capital funds by State and local governments to finance schools, 
roads, bridges, and the like. During the period 1947-57 State and local debt 
rose $35.7 billion. In 1958, not shown on the chart, the amount of net increase 
was $6.8 billion. 


CHART 6 


Uses of Funds in Government Financing, 1947-1957 
(Billions of Dollars) 


U.S. Governments 


Local Securities 








260 STUDY OF MORTGAGE CREDIT 


Chart 7 shows three major sources of funds for residential mortgage financing. 
During the period 1947-57, for example, the savings and loan associations con- 
tributed a net amount of $32.2 billion to residential mortgage financing ; the life 
insurance companies $21.0 billion; and the mutual savings banks $15.4 billion. 
The commercial banks, not shown in the chart, contributed $12.0 billion. These 
four institutions thus accounted for $80.6 billion, or over 86 percent, of the total 
increase in residential financing in this period. The remainder was accounted 
for by corporate pension funds, the Government, and individuals. 


CHaRT 7 
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Chart 8 portrays the net uses of funds in selected investments of mutual sav- 
ings banks, 1947-57. This shows how the savings of the people accumulated 
through savings banks have gone into residential mortgage financing and cor- 
porate financing. The line for U.S. Government securities below the zero 
market indicates the extent to which throughout this period the savings banks 
have sold Government securities to make even greater amounts of funds avail- 
able for mortgage and corporate financing. 


CHART 8 


Net Uses of Funds in Selected Investments of Mutual Savings Banks, 1947-1957 
(Billions of Dollars) 
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Chart 9 shows the net uses of funds in selected investments of corporate pen- 
sion funds, 1947-57. The corporate pension funds are the uninsured pension 
funds being accumulated for employees of business corporations such as the Bell 
Telephone System, General Electric, United States Steel, and other corporations. 
This is one of the fastest-growing fields of personal saving. During this period 
the pension funds supplied nearly $15 billion to finance the growth of corporate 
enterprise in the United States. 


CHART 9 
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Finally, chart 10 shows the net uses of capital funds in selected investments 
of life insurance companies, 1947-57. The life insurance company funds are, 
of course, the savings which millions of Americans accumulate each year as life 
insurance reserves. As shown in the chart, during this period the life com- 
panies provided $21.0 billion of residential mortgage financing, $27.7 billion 
of funds for the financing of business and industrial corporations through the 
purchase of their bonds, and $1.8 billion of funds for State and local government 
financing. 


CHART 10 


Net Uses of Funds in Selected Investments of Life Insurance Companies, 1947-1957 
(Billions of Dollars) 
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These charts have by no means presented a complete picture of the flow of 
savings into investment uses in the American economy. I hope, however, that 
it is a sufficiently broad picture to show how in the period following World War 
II, as throughout our country’s history, the savings of our people through sav- 
ings banks, savings and loan associations, life insurance companies, uninsured 
pension funds, and in many direct ways, have made possible the building of new 
industrial plant and equipment, new housing, new public improvements, new 
public utilities, and all of the other capital goods which have increased our pro- 
ductive capacity and have thus made possible our national economic growth. 

Much of the inflationary pressure we have experienced in our economy since 
the war has originated in the capital goods sectors. It is impossible to show the 
detailed analysis in this paper, but a study of the postwar capital market makes 
it clear that in most years the demands for capital funds have tended to outrun 
the supply of savings. The aspirations of the United States to grow—to build 
more industrial plant and equipment, to have more and better housing, to build 
more and better schools, to aid the economic development of less fortunate coun- 
tries, and to obtain a host of other capital goods—have tended strongly to exceed 
our willingness to pay for these projects out of voluntary saving and taxation. 
The strongest proof of this tendency of the demand for capital to outrun the sup- 
ply of saving has been the persistent rise of interest rates during the period. 

To a considerable degree our capital goods expansion since the war has been 
the product of “forced savings”. That is, through both public and private 
deficit financing with the commercial banks, which has resulted in a correspond- 
ing increase in the supply of money, the gap between the demand for capital 
funds and the supply of voluntary savings has been filled by an inflationary ex- 
pansion of the effective money supply. The housing field, where prices have 
risen much more sharply than most other prices, is a particularly good example 
of how much of the inflation and decline in the value of the dollar has originated 
in the capital goods fields. The inflationary demands in the capital goods in- 
dustries have, in turn, provided a fertile climate for the cost-push type of in- 
flationary pressures. 

After having reviewed the various postwar trends in the capital markets, with 
particular reference to residential mortgage financing, it may be helpful in con- 
clusion to consider three questions, as follows: (1) Has there been a shortage 
of funds for residential financing in the postwar period? (2) Has there been 
sufficient stability in the flow of funds into residential mortgages? (3) How 
do rigid interest rates on Government-insured and guaranteed mortgages affect 
the supply of funds for such mortgages? All of these questions are interrelated. 

With regard to the first question, the charts and tables presented suggest that 
on the whole during the postwar period the residential mortgage market re- 
ceived an abundant portion of the available capital funds. A substantial por- 
tion of the Government securities disposed of by investing institutions went 
into residential mortgages. At times during the postwar period, perhaps too 
much money went into residential mortgages, and at others perhaps too little. 
It is significant, perhaps, that the inflaion in housing costs has been greater than 
in most other areas of the economy. 

Regarding the second question—namely, is there sufficient stability in the 
flow of capital funds into residential mortgages ?—it is clear from the charts that 
the residential mortgage market has been plagued by instability. In particular. 
there has always been either a feast or a famine in the availability of VA and 
FHA funds. The flow of conventional mortgages has been much more regular. 

The basic reason for instability in the flow of funds into VA and FHA mort- 
gages lies almost entirely in the rigid rate on FHA and VA mortgages. At 
every turn in our postwar economy in which the business and industrial demand 
for capital funds has risen, and interest rates on corporate bonds have increased, 
the fixed rates on FHA and VA mortgages have reduced their attractiveness. 
At other times. as business and industrial financing demands have declined, and 
corporate bond yields have decreased, capital funds have flowed heavily into 
the VA and FHA mortgage field where rigid rates provided a new attractive- 
ness for these mortgages. It seems clear that so long as interest rates in the 
Government-insured mortgage market are not free to reflect general capital 
market demand and supply conditions, we are bound to experience sharp cyclical 
ups and downs in the residential mortgage market. 

The foregoing review of the sources and uses of capital funds in the postwar 
period suggests two lessons as we consider the question of availability of resi- 
dential financing in the next decade. First, the increased need for residential 
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financing, as our population grows, will be met in the main by a growth in 
saving, just as saving grew in the period 1947-58. This will occur provided a 
favorable climate for saving is maintained. Secondly, residential financing is 
but one of a number of competing uses of capital funds. If we are to avoid 
further inflation, the total uses of capital funds must be held in the main within 
the limits of national saving. This means that if housing is to receive a larger 
proportion of the available funds, other capital uses must be reduced propor- 
tionately. 


(The memorandum referred to on p. 241 follows :) 


THE CASE FOR COMPETITIVELY DETERMINED INTEREST RATES ON 
GOVERN MENT-UNDERWRITTEN MORTGAGES 


The subject “The Pros and Cons of Fixed Interest Rates for Government- 
underwritten Mortgages,” is an old, old friend. I doubt that any other subject 
has received more serious consideration by mortgage bankers during the past 
decade. The most we can hope for is that this discussion will pull together the 
pros and cons and aid to crystallize the issue. 

As we all appreciate, this question of free or fixed interest rates on Govern- 
ment-underwritten mortgages is of vital importance to mortgage bankers, home- 
builders, and the general public as a whole. This is because of the pronounced 
instability which fixed interest rates on FHA and VA mortgages produces in 
the residential construction field and hence in the national economy as a whole. 
But the question we are discussing here is only part of a broader question, 
which might be phrased in this way: “Should interest rates as a whole be com- 
petitively determined?’ Should they be free to reflect the forces of market 
demand and supply of credit, and as prices for loanable funds should rates be 
permitted to perform their function of allocating capital and credit in a free 
market system? Or should we give up the market system with freely moving 
interest rates and rely entirely on Government to decide who gets credit and 
on what terms? This issue is, then, much broader than that of the interest rate 
on Government-underwritten mortgages. We saw it plainly in the pegging of 
prices and rates on Government bonds up to March 1951, and it is obvious that 
there is still a great deal of support today for returning to a pegged Govern- 
ment bond market. As a practical matter, if interest rates rise a little further 
under the impact of inflationary forces, as many believe is inevitable, the 
414 percent statutory ceiling on U.S. Government securities is bound to cause 
the same difficulties as the fixed rate on Government-underwritten mortgages. 

It would be helpful, at the outset, to define what I mean by “competitively 
determined” interest rates on Government-underwritten mortgages. By this 
term I mean a free rate set by market demand and supply forces. This would 
mean an end to the practice of administrative ceilings on the rate. I envision 
a system under which the contract rate would be set by the free capital market. 
It would undoubtedly show some variations in different parts of the country 
for such well-known reasons as the New England concentration of savings 
banks’ funds and differences among States in foreclosure procedures. Discounts 
or premiums would continue to exist to adjust for minor market differentials, 
but they would always be small because market adjustments in the main would 
be carried out through changes in the contract rate. Although I refer through- 
out to the FHA-VA rate, as a practical matter I am talking about the FHA rate. 
The statutory ceiling of 6 percent would remain. It may very well be, however, 
that in the face of interest rate trends the 6 percent statutory ceiling may be- 
come just as much of a block to the market system as the present administra- 
tive ceiling. . 


THE CASE FOR COMPETITIVELY DETERMINED INTEREST RATES ON GOVERNMENT- 
UNDERWRITTEN MORTGAGES 


Turning now to the case for competitively determined interest rates on Gov- 
ernment-underwritten mortgages, the central argument is that rigid fixed in- 
terest rates on these mortgages have led to wide swings in the availability of 
funds for FHA and VA financing. As a result, the volume of housing with 
FHA and VA financing has been highly unstable and has produced wide swings 
in the overall volume of residential construction. If interest rates on FHA 
and VA mortgages were free to move in response to demand and supply forces 
in the capital market as a whole, we would not experience such sudden and 
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marked swings in the availability of FHA and VA financing, nor would we 
suffer from such wide cycles in residential construction. A free market in- 
terest rate would produce a regular and stable flow of funds into Government- 
underwritten mortgages and would thus introduce a much greater degree of 
stability in the volume of residential construction. 

In support of this argument, I shall review briefly several charts and tables. 
As we all recognize, the volume of residential construction has been highly 
unstable in the postwar period. For example, as shown in table 1, the number 
of privately financed housing starts rose from 988,800 in 1949 to 1,352,200 in 
1950 and then fell back to 1,020,100 in 1951. It again rose to a high of 1,309,500 
in 1955 and then dropped back to 992,800 in 1957. These are, of course, annual 
figures—the séasonally adjusted monthly rates show an even greater amplitude 
of swing from low to high points. 


TABLE 1.—Privately financed new nonfarm housing starts, 1945-58 


Thousands of dwelling units Percent distribution 








Year 
FHA! VA | Conven-} Total | FHA! VA Conven-| Total 
tional tional 

41.2 @) 2 166.9 208. 1 20 (?) 280 100 

69.0 (?) 2 593.5 662. 5 10 (2) 290 100 

229.0 (2) 2 616.6 845.6 27 (2) 27. 100 

294.1 (2) 2619.4 913.5 32 (2) 268 100 

363. 8 (2) 2 625.0 988. 8 37 (2) 263 100 

486.7 200.0 665.5 1, 352. 2 36 15 49 100 

263.5 148.7 7.9 1, 020.1 26 15 60 100 

279.9 141.3 647.3 1, 068.5 26 13 61 100 

252. 0 156. 6 659. 7 1, 068.3 24 15 52 100 

276.3 307.0 618.4 1, 201.7 23 26 51 100 

276.7 392.9 639.9 1, 309. 5 21 30 4 100 

189. 3 270. 7 633.9 1, 093.9 17 25 58 100 

168. 4 128.3 696. 1 992.8 17 13 70 100 

1958 auaiien: 295. 4 102. 1 733. 1 1, 130.6 26 y 65 100 


1 Excludes Armed Forces (Capehart) housing programs, 1956-58. 
2 VA starts, 1945-49, are included with conventional. 


NotTe.—Because of rounding, components may not add to totals shown. 


Chart 1 shows the wide fluctuations which have occurred in housing starts 
financing through Government-underwritten mortgages. Note, for example, 
the pronounced rise in VA-financed units from 156,600 in 1953 to 392,900 in 
1955 and the subsequent sharp drop to 128,300 in 1957. Similarly, FHA-financed 
starts rose from 229,000 in 1947 to 486,700 in 1950 and then fell to 263,500 in 
1951. By way of contrast, note the high degree of stability in the volume of 
housing starts undertaken with conventional financing in which interest rates 
are free to respond to capital market forces. Starts with conventional financing 
have fluctuated only moderately since 1949 within a range of 600,000 to 700,000 
starts. 

There is little doubt, then, that the volume of FHA and VA-financed construc- 
tion has been highly unstable, but is it correct to say that this has been due 
to instability in the avaitability of financing for Government-underwritten mort- 
gages? ‘There are undoubtedly other contributing factors, but the evidence 
shows that the main factor is the wide fluctuation in the availability of funds 
for the purchase of FHA and VA mortgages. The best evidence to show this is 
the data on new commitments made by life insurance companies to purchase VA 
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CHART 1 


Privately Financed New Non Farm Housing Starts 
1945 - 1958 
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and FHA mortgages. These figures are reported monthly to the LIAA by 
companies which combined hold about two-thirds of the total life insurance com- 
pany assets. It would, of course, be desirable to have similar data for other 
types of mortgage lending institutions, but unfortunately they are not available 
on a comparable basis. In any event, the life insurance company data will suffice 
to make the point, and I shall presently discuss a different type of data for other 
types of institutions which show that they fall into the same pattern as life 
companies. 

Turning to chart 2 and table 2, I would like to call your attention first to the 
figures for new commitments of the reporting life companies to purchase VA 
mortgages. Note that these new commitments rose steeply from a rate of 
$47.5 million” in the second quarter of 1953 to a rate of $580.8 million in the 
third quarter of 1954. They then declined abruptly so that by the fourth 
quarter of 1955 they had dropped to $218.7 million and thence to $9.3 million 
in the second quarter of 1958. Or, take the new commitments to purchase FHA 
mortgages in the past 2 years. New commitments to purchase FHA mortgages 
rose from a rate of $80.4 million in the first quarter of 1957 to $318.2 million 
in the third quarter of 1958. We do not have final figures available yet for the 
fourth quarter of 1958, but it is clear that new commitments to purchase FHA 
mortgages will begin to show a decline in the fourth quarter—probably a marked 
decline. 

By way of contrast, as also shown in chart 2, the new commitments to purchase 
conventional mortgages moved with much greater regularity. It is true that 
they have fluctuated, but they have not gone through the wide swings experi- 
enced by new commitments on VA and FHA mortgages. The reason for these 
swings is that to some degree a rise in conventional financing occurs in periods 
in which flexible interest rates are rising. That is, lending institutions which 
are cutting new FHA-VA commitments because the fixed rates become noncom- 
petitive tend to direct an increased flow of funds into conventional commitments 
where competitive interest returns can be obtained. But, the possibility of shift- 
ing into conventional mortgages is limited by the more conservative terms in this 
area of the market. 
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TABLE 2.—New commitments of life insurance companies for residential 
mortgages, 4th quarter 1952-8d quarter 1958 


[Millions of dollars] 
Quarter FHA in- | VA guar- Conven- Quarter FHA in- | VA guar- | Conven- 
sured anteed tional sured anteed | i onal 
| 
1952—4th_ _. 154.7 48.1 283.0 || 1955—4th_--. 174.3 218.7 344.8 
1953—1st..... 125. 5 39.4 279.1 1956—Ist..... 120.9 244.1 368. 6 
ae 118.2 47.5 381.6 108. 1 203. 5 462.9 
Penne, . 105.5 105.0 268. 1 Pema 84.8 149.0 335. 0 
oh... 145.3 225. 0 274.3 4th__.- 68.5 140. 1 335. 8 
1954—Ist__- 141.3 230. 6 311.3 || 1957—I1st..... 80.4 53.5 243.3 
ieee 142.6 381.8 335. 8 I ct 101.4 50.5 318.8 
De cna 124.1 580.8 345. 4 Me bas 119.3 24.7 324. 2 
4th_- 176.0 478.0 383. 2 4th__ 166. 7 15.1 315.0 
1955—Ist_.._. 161.5 314.0 340.9 1958—lIst_.--.- 195. 3 20.3 270.5 
icnieis 162. 7 264. 2 393.2 ae 257.0 9.3 317.8 
Deaware 153. 4 240. 5 334. 5 22.6 381.5 


Norte.—Life insurance companies reporting commitments represent about 65 percent of the total assets 
of all U.S. life insurance companies. New commitments include only those made during a month that were 
still outstanding at the end of the month. 


In chart 3 and table 3 are shown the combined FHA-VA new commitments of 
reporting life insurance companies along with their new commitments to pur- 
chase corporate bonds. I invite, in particular, your attention to the rise in new 
commitments to purchase corporate bonds from $430 million in the first quarter 
of 1955, to $963 million and $940 million in the second and third quarters of 
1956. Correspondingly, during approximately the same period new commitments 
to purchase VA and FHA mortgages fell from $654 million in the fourth quarter 
of 1954, to $234 million in the third quarter of 1956. It is worth noting also 
that the rise in new commitments to purchase Government-underwritten mort- 
gages from $134 million in the first quarter of 1957, to $341 million in the third 
quarter of 1958, corresponded with a period in which new commitments to pur- 
chase corporate bonds were declining or rising only relatively moderately. I am 
tempted to discuss the data in more detail but further discussion is left for the 
question period. 
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CHaRT 3 


New Commitments of Life Insurance Companies for FHA and VA Residential 


Mortgages and Corporate Bonds, 4th Quarter 1952 - 3rd Quarter 1958 
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TABLE 3.—New commitments of life insurance companies for FHA and VA resi- 
dential mortgages and corporate bonds, 4th quarter 1952-3d quarter 1958 


[Millions of dollars] 











| | 
Quarter |FHA and VA| Corporate 1 Quarter FHA and VA! Corporate 
| mortgages bonds mortgages bonds 
} i} 
ee 
1952—4th............. 203 457 || 1955—4th............- 393 556 
10—Ist............... 165 648 || 1956—Ist.....--------- 365 643 
i sadiacninpieimiai 166 650 | ii cinesincecineaih 312 963 
~ CES | 210 428 | i eicieeiiecteacaiel 234 940 
asia ceahdiace- teenies 370 444 | OER, wn accese-3-- 209 693 
PR oinciee cence 372 625 ian ccikenaeins 134 529 
eee ectnsend 524 498 | ciate wehiciicieseindl 152 516 
* psaiaiahs eaubeioacomesis 705 834 ] Bienrerna—enosed 144 360 
a orertasiliptaniinsionehas | 654 445 ceased accion 182 426 
a ee 476 | 430 | sca scenic taco | 216 | 416 
adie ata 427 656 | icine odiicncm wrk 266 513 
liccnnnnciilincaa 394 | 649 || De et cab th acenedl 341 6 


Note.—Life insurance companies reporting commitments represent about 65 percent of the total assets 
of all U.S. life insurance companies, New commitments include only those made during a month that were 
still outstanding at the end of the month. 


The basic factors which underlie these wide swings in the availability of FHA 
and VA financing as provided by life insurance companies are undoubtedly 
familiar to this audience, but it is worthwhile to review them briefly. Life in- 
surance companies are engaged in lively competition with each other and with 
other types of institutions to attract the public’s savings. This competition is 
keenest in the area of investment return. Life companies are impelled to invest 
their funds: where they earn the highest return consistent with safety of the 
principal, including the goal of reasonable portfolio balance. As trustees of policy- 
holders’ funds they have the obligation to seek the best possible return because 
the higher the rate of return the lower the cost of insurance to the policyholders, 
Net cost of insurance after policy dividends is a key element of the competition 
as between individual companies. The rate of investment return is, therefore, 
not only a key element in competition between life companies, but it is a factor 
in the competition of life companies with other forms of saving such as mutual 
funds, mutual savings banks, and the like. 

Against this general statement, let us examine a particular swing in new 
commitments of life insurance companies. Referring again to chart 3 it will be 
recalled that in the latter part of the spring of 1953 it became clear that general 
business activity was undergoing a downturn. This was partly due to a tapering 
off in plant and equipment expenditures by business and industry. Two events 
of great importance for our discussion occurred in the late spring of 1953. One 
was the sharp reversal in Federal Reserve policy from credit restraint to one of 
ease and then later to “active” ease. This reversal of credit policy, and the in- 
vestor expectations it promoted, along with a decline in the demand for capital 
funds by business and industry, led to a pronounced drop in interest rates on new 
issues of corporate bonds—both those sold publicly and those sold directly to 
institutional investors. The interest rates on conventional mortgages also fell. 
The second event was that almost simultaneously with the reversal in credit 
policy the VA Administrator increased the VA rate from 4 to 41% percent and 
the FHA rate was increased from 414 to 4% percent. Both of these increases 
were made after a prolonged period of drought in the availability of private 
funds for VA and FHA financing. 

The result was preordained. Almost overnight the yield on Government- 
underwritten mortgages became highly attractive as compared with the rates 
on corporate bonds. This situation persisted through the third quarter of 1954, 
as is shown by the sharp buildup in new commitments to purchase VA and FHA 
mortgages. This great buildup of commitments accounts (along with other 
lending institutions) for the high level of residential construction in 1954-55. 
In the meantime, as housing expanded and general business activity improved, 
the corporate demand for funds began to rise. This is a perfectly natural de- 
velopment beceuse of the stimulating effect a housing boom always has upon 
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manufacturing and related industries. Moreover, in the latter part of 1954 and 
in 1955 the Federal Reserve again undertook to tighten the availability of credit. 
The result of Federal Reserve policy and the improving demand for corporate 
eapital funds was a rise in the yields on new offerings of corporate securities. 

By early 1955 the life insurance companies recognized that the flexible rising 
rates on corporate bonds and conventional mortgages were more attractive than 
the fixed and then comparatively low rates on Government-underwritten mort- 
gages. The outcome was the sharp cutting of new commitments to purchase 
Government-underwritten mortgages and the equally abrupt increase in new 
commitments to purchase corporate bonds. As is shown so well in chart 2, new 
commitments to purchase conventional mortgages rose from $334.5 million in 
the third quarter of 1955, to $462.9 million in the second quarter of 1956. This 
was at the time of the precipitous decline in new VA-FHA commitments and the 
equally sharp rise in new corporate bond commitments. As we have noted earlier, 
this decline in the availability of VA-FHA financing accounted for the drop in 
VA-FHA residential construction which occurred in 1956-57. 

This pattern of switching from Government-underwritten mortgages to corpo- 
rate bonds, and then back again—all based on investment yield differentials— 
has been characteristic of the postwar years and explains the feast and famine of 
the Government-underwritten mortgage market and the resultant wide swings 
in residential construction. Chart 2 shows, for example, the tendency for new 
commitments to purchase FHA mortgages to rise as the FHA .54-percent rate 
at moderate discounts became competitive in 1957 and 1958 with the yields on 
corporate bond offerings. The improvement in availability of FHA financing 
is proving short lived, however, in the face of higher corporate bond yields in 
recent months. 

I shall now review briefly three charts and tables which suggest that other 
types of mortgage investors behave in a manner similar to life insurance com- 
panies. Chart 4 and table 4 show net uses of funds in selected investments of all 
life insurance companies, 1947-57. As contrasted with commitments, these 
figures reflect closings of loans and investments. They depict net change each 
year in holdings of selected investments. For the purposes of our discussion, the 
interesting thing to note is the relationship between the net uses of funds in 
corporate bonds and in residential mortgages. Every time in which a peak 
occurs in the net increase in holdings of corporate bonds, there is a trough in 
the net increase in holdings of residential mortgages, and vice versa. The cycli- 
eal criss-crossing between these two investment components is easily under- 
standable in the light of the foregoing discussion of commitments. When flexible 
interest rates have risen, life companies have cut their commitments to purchase 
the then unattractive VA-FHA mortgages; when flexible rates have declined, 
the VA-FHA mortgages with their fixed rates have again become attractive. 
These changes have been accentuated by liquidation of U.S. Government se- 
curities, as the chart shows, but the basic consideration has been the fixed 
VA-FHA rate. 
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CHarT 4 TABLI 


Net Uses of Funds in Selected Investments of Life Insurance Companies, 1947-1957 
(Billions of Dollars) 
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TABLE 4.—Net uses of funds in selected investments of life insurance companies, 





1947-57 
[Billions of dollars] 
Residential Corporate |U.S.Govern-| State and 
Year mortgages bonds ments local secu- 
rities 
1.1 2.9 —1.6 (1) 
1.7 4.1 —3.3 0.3 
1.6 2.5 —1.5 2 
2.7 Bf —1.8 on 
2.5 2.6 —2.4 (1) 
1.4 3.0 —.8 ) 
1.5 2.6 —.4 on 
2.0 2.0 —.8 5 
2.6 1.8 —.5 2 
2.5 1.9 —1.0 on 
1.2 2.5 —.5 -l 








1 Under $50,000,000. 
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Chart 5 and table 5 presents similar data for mutual savings banks. Although 
not so pronounced, the same tendency exists for high points in residential mort- 
gages to be matched by low points in corporate bonds, and vice versa. Savings 
banks do not have quite the same drive to move into the corporate bond market 
when flexible interest rates rise, probably because they have not until recently 
been active in the direct placements field where rates are more responsive to 
market forces. However, the swing in 1954-57 suggests they may be increasing 
their sensitivity to rate differentials in these two investment areas. 
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Net Uses of Funds in Selected Investments of Mutual Savings Banks, 1947-1957 
(Billions of Dollars) 
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TaB_E §.—Net uses of funds in selected investments of mutual savings banks, 
1947-57 


[Billions of dollars] 





Residential Gppante U.S. govern-| State and 








Year mortgages bonds ments local secu- 
rities 

a a a ea Ea ha Ga 0.3 0.2 0.2 (1) 
8 .4 —.4 (1) 
8 -2 -.1 (!) 
1.5 (@) —.6 (1) 
15 ea —1.1 0.1 
1.3 3 —.4 2 
1.5 on —.2 i 
1.9 am —.4 -2 
2.4 —.2 —.3 (1) 
2.1 Fy —.5 (1) 
1.3 5 —.4 (1) 








1 Under $50,000,000. 


I do not have a similar chart for commercial banks, but it is clear that their 
investments in FHA-VA mortgages have been subject to a similar cyclical pat- 
tern. For example, the net increase in commercial bank holdings of Government- 
underwritten mortgages rose from $286 million in 1953 to $815 million in 1955 
and then dropped off to a net liquidation of $293 million in 1957. The prelimi- 
nary figures indicate a substantial rise in 1958. Here again, as flexible interest 
rates rise, commercial banks reduce their commitments to buy Government- 
underwritten mortgages at fixed noncompetitive rates and their funds are di- 
rected into loans and securities where rates respond to market forces. The re 
verse tends to occur when interest rates decline. 
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Chart 6 and table 6 show net uses of capital funds in residential mortgages and 
corporate securities for the national economy as a whole, 1947-57. Here again 
we see the familiar pattern of the peaks in net increases in residential mortgages 
outsanding being matched by troughs in the net increases in corporate securities 
outstanding, and vice versa. The picture here is slightly obscured because con- 
ventional mortgages have been included in residential mortgages, and the net 
changes in corporate securities include stocks as well as bonds. The stock figures 
follow the same pattern as bonds, so that their inclusion in the chart causes no 
serious distortion. It seems to me that the relationship in the chart between 
residential mortgages and corporate securities can only be explained by the fact 
that corporate bonds become relatively more attractive investments when flexible 
interest rates rise and that at such times FHA-VA financing becomes squeezed 
out because of the rigid fixed rate, with the reverse being true when flexible 
interest rates decline. 

CHART 6 


Uses of Capital Funds in Residential Mortgages, Commercial 
Mortgages and Corporate Securities, 1947-1957 
(Billions of Dollars) 
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TABLE 6.—Uses of capital funds in residential mortgages, commercial mortgages, 
and corporate securities, 1947-57 


[Billions of dollars] 





Residential | Commercial | Corporate 








mortgages mortgages securities 
5.7 1.3 4.2 
5.9 1.2 | 5.7 
5.3 9 | 4.6 
8.7 9 | 3.5 
7.8 11 5.9 
7.5 1.0 7.3 
8.2 1.2 | 6.7 
10.2 1.8 | 5.6 
13.4 2.0 | 6.1 
11.4 a2 7.2 
9.2 2.1 | 10. 1 
| 


| 

Note.—Corporate securities exclude shares of open-end investment companies. 

I would like to digress briefly to say that when flexible interest rates decline, 
such as in the second half of 1953 and in early 1954, one would expect the yields 
on VA and FHA mortgages to fall also despite the fact that the contract rate 
remains fixed. That is, one might logically have expected substantial premiums 
to have been paid for Government-underwritten mortgages in the first half of 
1954 as the availability of FHA-VA financing expanded greatly. Actually, the 
yields on these mortgages changed very little. The easing which occurred took 
the form of no downpayment, and no no-downpayment loans on a 30-year amor- 
tization basis. With these terms, the interest rate was apparently a matter of 
relative indifference to prospective home purchasers. Certainly, these terms 
opened a vast new demand for housing at that time. 

Returning from my digression, I believe that evidence is incontrovertible that 
fixed interest rates on Government-underwritten mortgages—as against free 
market rates on bonds, commercial bank term loans, and conventional mort- 
gages—have led to a feast or famine situation in the postwar period in the 
availability of FHA-VA financing, and that the sharp and wide swings in the 
availability of private financing for Government-underwritten mortgages have 
been the underlying causes for the great instability in residential construction 
asa whole. It seems equally incontrovertible that freedom of the FHA and VA 
rates to move in response to overall capital market forces would even out the 
availability of FHA-VA financing and promote a much greater degree of sta- 
bility in the volume of residential construction. This would not only be in line 
with the traditional trust we place in this country in the marketplace as the best 
and most democratic way to allocate our resources. It would also contribute to 
general economic stability through a greater stability in one major sector— 
residential construction. 

I wish it were possible to conclude my remarks at this point, but unfortunately 
there is more to the story. There is a sizable group of reputable economists who, 
while conceding the correctness of the arguments I have set forth, would hold 
that I have actually presented the case for retaining fixed interest rates on 
Government-underwitten mortgages. They contend that fixed interest rates on 
FHA-VA mortgages provide the Federal Reserve authorities with power to con- 
tribute to economic stability which would be lost if these rates were freed. This 
argument has never been set forth clearly to my knoweldge, and it is difficult to 
distinguish between those who put it forward honestly and those who are merely 
seeking a rationalization of the fixed rates. 

The argument is that when the demand for capital funds from business and 
industry is rising, and when flexible interest rates are going up as a result of 
increasing demand, as well as restrictive credit policy, then residential con- 
struction becomes restricted by lack of availability of FHA-VA financing, and 
this makes room for capital expansion in business and industry. Thus, it is con- 
tended, we avoid the inflationary consequences of having an industrial capital 
goods boom superimposed upon a housing boom. The argument continues to the 
effect that when the capital boom in business and industry declines, and free mar- 
ket interest rates tend to soften both as the result of declining industrial demand 
for capital funds and to shift toward easier credit policy, then residential con- 
struction is automatically given a stimulus by the increasing availability of 
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FHA-VA financing. So, it is argued, fixed rates on Government-underwritten 
mortgages make it possible for the monetary authorities, working with capital 
market forces, to produce alternating rolling adjustments in two major capital 
goods sectors—honsing and business and industrial plant and equpiment. Booms 
in plant and equipment are automatically matched, so the argument goes, with 
sharply reduced residential construction, and vice versa. So, in spite of indi- 
vidual instability of these two sectors, when added together, their movements 
make for overall economic stability. And the key, it is argued, is the fixed inter- 
est rates on FHA-VA mortgages. What beautiful Alice-in- Wonderland economics. 

This argument sounds good, but it does not stand up well when examined 
carefully. There are at least three ways in which it can be attacked powerfully. 
First, in practice the political forces interested in a high and sustained level of 
residential construction have always been successful in finding ways to prolong 
the boom in residential construction and to permit it to overlap with the boom 
in business and industrial expansion. The various groups interested in a sus- 
tained high level of housing in this country are not noted for their lack of po- 
litical influence or power. Thus, the history of the postwar period is that every 
time housing has been faced with a decline because of reduced availability of 
FHA-VA financing, we have gotten great pressure for expansion in the capacity 
of Fanny Mae to buy FHA-VA mortgages or for direct Government loans, and 
often both. Because of the economic conditions which always exist when FNMA 
is expanded or direct Government loans are increased, the funds to finance these 
operations come from an expansion of commercial bank deposits and are thus 
bound to contribute to inflation. It is little wonder that in the postwar period 
the cost of housing has gone up much more than other costs. Since 1947 the 
Bureau of Labor Statistics composite index of wholesale commodity prices has 
risen 24 percent, whereas the E. H. Boeckh index of residential construction 
costs has risen 42 percent. In addition, the lack of availability of VA and FHA 
financing has often led to an expansion of advances to savings and loan associa- 
tions by the Home Loan Bank System in order to permit the savings and loans 
to go further in their lending. So, as a practical matter, between FNMA pur- 
chases, direct Government loans, and HLBB advances, which incidentally also 
come from an inflationary expansion of commercial bank credit, housing booms 
have substantially overlapped booms in industrial plant and equipment and have 
thus done much to negate Federal Reserve powers. ; 

Moreover, once the interest rate support operation gets started, it certainly 
lacks no political supporters. The builders, who would be outraged at the sug- 
gestion that the Federal Government control the prices of the houses they sell, 
have no difficulty whatsoever in urging means to control the price of money and 
to have an ever open pipeline to credit abundance. It is my fear that, unless 
the interest rate on Government-underwritten mortgages is freed so that these 
mortgages always have access to available private funds along with competing 
uses, Congress will eventually be persuaded to create a central bank for the 
building industry that will do irreparable damage to the Federal Reserve's 
power to control credit. If anyone should doubt this, I refer him to the com- 
mittee print entitled “Study of Mortgage Credit” just released by the Subcom- 
mittee on Housing of the Senate Banking and Currency Committee. This print, 
circulated as a prelude to a subcommittee study of housing in the sixties, con- 
tains papers from a large number of builders, economists, and others in which 
the idea of a huge FNMA operation is put forward as the only real solution to 
the insufficient availability and instability of private funds for FHA-VA fia- 
nancing. ; 

Secondly, the argument that fixed interest rates on Government-underwritten 
mortgages actually facilitate the task of the Federal Reserve authorities in their 
efforts to avoid general economic excesses does not square with one of the car- 
dinal tenets of general credit control theory. The great advantage of general 
credit control measures—namely, open market operations in Government securi- 
ties, changes in reserve requirements of commercial banks, and changes in the 
discount rate—is that they operate through affecting the general availability of 
credit and are therefore impersonal in nature in that every group in the economy 
is treated on the same basis. Thus general credit controls are rightfully, in my 
opinion, considered to be much more conducive to economic democracy than se- 
lective credit controls such as those over consumer credit, real estate credit, 
stock market credit, and the like. The essential point to bear in mind is that 
general credit controls can only operate impersonally if interest rates are free to 
move in response to changes in the availability of credit. 
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Under the argument supporting fixed FHA-VA interest rates, however, general 
credit control measures do not have the desired impersonal effects. As we have 
seen, during a period in which the Federal Reserve authorities are using their 
general credit control instruments to restrict the availability of credit, the effect 
is to cut much more sharply into housing than into business and industrial ex- 
pansion. Moreover, general credit restraint curbs a particular sector of housing, 
the FHA-VA lower priced housing. This very personal, discriminatory effect, as 
stated earlier, leads to other Federal programs designed to defeat general credit 
policy. If anything good for the public comes out of this confused welter, it is 
sheer accident. Moreover, the discriminatory way in which general credit policy 
actions now affect FHA-VA-financed housing leads insidiously to a loss of 
popular support for the Federal Reserve and makes it easier prey for the dema- 
gogs. It also leads to support for a substitution of selective credit controls 
for general credit control measures, particularly the idea of some scheme of 
capital rationing to business and industry. The builder can argue forcefully: 
Why restrict credit to homebuilding and let the automobile industry or the big 
industrialist go scot free? It also leads to support for Federal control over the 
investment policies of institutional investors, for example, a requirement that life 
insurance companies regularly each year place a certain portion of their funds 
into Government-underwritten mortgages. Not only is general credit policy af- 
fected, Federal debt management policy is similarly affected in that throughout 
the postwar period the U.S. Treasury has been unwilling to sell long-term bonds 
to savings institutions during boom periods because by so doing it would further 
adversely affect the market for Government-underwritten mortgages and thus 
incur the wrath of builders and politicians. Thus, the way general credit con- 
trols affect residential construction under fixed FHA-VA rates subjects sound 
monetary and debt-management policies to serious political criticism. It would 
be surprising if in the face of such criticism monetary and debt-management 
policies were always free of compromise and were carried out with maximum 
effectiveness from the viewpoint of timing and weight of action. The ironic part 
of it is that the sharpest critics of the Federal Reserve and the Treasury as being 
ineffective are often those who would support fixed interest rates on FHA-VA 
mortgages. The great danger is that Congress will enact new credit measures 
which will unwittingly further complicate the task of the monetary authorities 
unless the basic cure is undertaken; namely, the freeing of interest rates on 
yovernment-underwritten mortgages. 

If interest rates on FHA-VA mortgages were free to move in response to 
capital market forces, then general credit-control measures would operate im- 
personally as they are supposed to do. As credit restriction is applied by the 
authorities, business and industry and housing would be on similar footing in 
terms of access to a restricted amount of funds. This would also be true in a 
period of credit easing. Business and industry would continue to enjoy some 
advantage over the home buyer in terms of being willing and able to pay a 
higher interest rate in a period of credit tightness. This is, of course, because 
of the fact that interest payments by business concerns are deductible in calcu- 
lating Federal income tax liability, a factor of great importance with corporate 
income tax rates at 52 percent. My conviction is that not only should the rate 
on FHA-VA mortgages be freed, but also something must be done to correct the 
unnecessarily great incentive which business and industry now has to borrow 
funds under the Federal tax law. 

Turning to another but related question, if the rate on Government-under- 
written mortgages were free to move in response to market forces, would the 
market recognize the lower risk in such mortgages? The answer clearly is in 
the affirmative. There is no reason to lack confidence in the highly competitive 
nature of the residential mortgage market. As we know, there are four major 
sources of permanent mortgage financing—the mutual savings banks, the 
savings and loan associations, commercial banks, and life insurance companies— 
and it is unnecessary to say to this audience that they are all competing vigor- 
ously. There are thousands of individual savings and loan associations, savings 
bank, commercial banks, and life insurance companies all over the country. 
Through the operations of mortgage bankers and brokers and dealers we now 
have a well-informed, closely articulated national market for Government-under- 
written mortgages. As everyone would recognize, despite vigorous competition 
there would be differences in the rate in various parts of the country for the 








familiar reasons. However, it is perfectly clear that the competitive forces in 
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the market would always recognize the superior risk of Government-under- 
written mortgages and the interest rate they carried would always reflect an 
appropriate differential as compared with the rate on conventional mortgages. 

A related question often raised is—if the FHA rate were now free to find its 
competitive level within the 6 percent statutory limit, would not all FHA loans 
be written on a 6 percent basis with premiums being paid by the ultimate 
lenders? T his is the favorite red-herring which always is drawn across the 
trail when serious consideration is being given to freeing the FHA rate. It is 
not unlike the dire forebodings which were issued by those in the postwar prior 
to March 1951 who opposed unpegging the Government bond market. As will 
be recalled, none of the collapse in Government bond prices which had been 
precited actually occurred—as a matter of fact, there was hardly a ripple in the 
Government bond market for a considerable period after the unpegging. 

There are conclusive reasons why the market would not now move to 6 per- 
cent with premiums. At the present time the FHA 514s are selling at around 
97 to yield investors 5.60 percent on a 12-year assumed maturity basis. If, con- 
trary to my belief, the contract rate on FHA’s did rise to 6 percent, under present 
yield conditions in the capital markets investors would be paying nearly 3.5 
points in premium. There are compelling reasons why investors, at least the 
life insurance companies, would not pay premiums to obtain FHA mortgages at 
an above-the-market rate. One is that these mortgages would have to be re- 
garded as prime candidates for refinancing in a period of declining interest 
rates. Investors are acutely cognizant that under current conditions interest 
rates are subject to sudden and pronounced swings. They are also acutely 
aware that a great deal of “bird-dogging” occurs in the residential mortgage 
market when rates decline. Investors have been unable to obtain protection 
against refunding at lower interest rates in the case of residential mortgages. 
It is inconceivable that investors would today pay substantial premiums to 
obtain 6 percent FHA mortgages when they are fully aware that most of these 
mortgages would probably be refinanced on a lower interest rate basis within a 
short period of time. I find it difficult to believe that investors would be willing 
to throw away the premiums. Accordingly, there would be a strong compulsion 
for lending on a par basis at the going market rate. Moreover, most mortgage 
lending institutions are acutely aware that this particular “red herrimg” has 
blocked the freeing of the FHA rate. For this reason, they will religiously avoid 
a situation in which premiums are paid for FHA mortgages at the statutory 
ceiling. Rather, they will bend every effort to show that the market will func- 
tion at the competitive rate on a par basis. Of course, if interest rates through- 
out the capital market tighten further and rise another 44 percent, the 6 percent 
statutory ceiling would then have the same effect as the present administrative 
ceiling. Unless we stop inflation in this country we may be nearer to a 6 percent 
market FHA rate than we realize. 

Finally, by permitting the interest rate on Government-underwritten mortgages 
to be freely determined by market forces we would remove the abuses and dis- 
advantages of deep discounts on such mortgages. There will always, of course, 
be modest discounts or premiums even if the contract rate is free. This is the 
market’s way of adjusting sensitively to competitive differences. But, as we all 
realize, the deep discounts of several points produced by fixed rates far below 
the market have great disadvantages and are subject to grave abuses. Most 
mortgage lending institutions are opposed to deep discounts and they are com- 
pelled to drop out of the Government-underwritten mortgage market entirely 
at times in order to avoid being involved in purchasing at the deep discounts. 
In too many—perhaps most—instances the heavy discount is passed on to the 
home-purchaser in the form of a higher price for the house or less house for the 
same price. In cases where the discount cannot be shifted, in whole or at least 
in part, homebuilding is discouraged. Accordingly, by eliminating deep dis- 
counts, the free rate on Government-underwritten mortgages would remove the 
serious disadvantages and abuses which they have produced. 


SUMMARY AND CONCLUSIONS 


The case which I have presented for competitively determined interest rates 
on Government-underwritten mortgages is as follows: ' 
(1) If interest rates on such mortgages were free to move in response to capi- 
tal market forces, we would not experience wide swings in the availability of 
FHA-VA financing, nor would we experience such wide swings in residential con- 
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struction. A free rate would contribute much toward stability in the flow of 
FHA-VA credit and stability in homebuilding, and thus to sustainable economic 
growth. 

(2) The contention that fixed rates on Government-underwritten mortgages 
help the Federal Reserve authorities to stabilize overall economic activity by 
enabling monetary restraint to cut down residential construction when an in- 
dustrial plant and equipment boom is in progress, and by enabling monetary 
ease to stimulate housing when a decline is occurring in expenditures for in- 
dustrial plant and equipment, cannot stand the test of careful examination 
because (a) in practice, through expansion of FNMA purchases, HLBB ad- 
vances, and direct Government loans, the housing boom is gererally permitted 
to overlap the boom in industrial expansion, (b) this argument casts general 
credit control in the strange role of controlling a particular segment of the 
economy—low and medium-priced housing with Government-underwritten fi- 
nancing—and thus forces general credit control to lose its strongest feature, its 
impersonal nature, and as a result subjects the Federal Reserve authorities to 
dangerous political pressures and handicaps it with new legislative programs 
designed to defeat the monetary authorities, and (c) if the rates on FHA-VA 
mortgages were free, then general credit control policies would act as they are 
supposed to do—evenly and impersonally without discrimination. 

(3) The residential mortgage market is characterized by a high degree of 
price competition. Thus, the Government-underwritten mortgage would always 
command a preferred rate as compared with conventional mortgages. 

(4) Permitting the interest rate on Government-underwritten mortgages to 
be competitively determined would eliminate deep discounts and thus remove 
the abuses and disadvantages of deep discounts. 

In concluding, I would like to read an excerpt from a speech made recently 
by William McChesney Martin, Chairman of the Federal Reserve Board, which 
serves as a fitting way to end this presentation : 

“It is time we stopped shilly-shallying around about this matter of interest 
rates and faced up to realities. We have had far too much talk about so-called 
tight money and soft money without adequate understanding of the role of 
interest rates in our economy. We already have too many preferential interest 
rates established by statute as though it were possible to ignore completely the 
workings of the marketplace. Interest rates are the prices charged for credit. 
They are a wage to the saver as well as a cost to the borrower. In a private 
enterprise economy they are established by the interplay of market forces. 
They perform the important function of influencing the volume of credit that 
flows into specific channels of enterprise. They are essential to pricing the 
assets on which holders expect to receive income over a succession of years. It 
is through flexible rate movements that the incentives and disincentives are 
provided for balancing out supply and demand factors in our economy. 

“The most striking illustration of their usefulness and effectiveness in recent 
years occurred nearly 8 years ago when the decision was made to unpeg our 
Government securities market. This restored to that important market some 
of the influence which had been denied it by Government policy for a period 
of years during which regulation of the money supply gradually became almost 
ineffective. 

“Once this decision was taken, the credit mechanism began to function as a 
governor on the flywheel of our economy and the process of stabilization became 
a useful part of the adjustments necessary in a healthy economy. We are 
compelled to recognize, whether we like it or not, that you can alter the nature 
of demand and change the composition of supply but you can no more ignore 
the law of supply and demand than you can ignore the law of gravity.” 


Senator Ciark. The committee will be in recess until 10 a.m., Mon- 
day morning. 


(Whereupon, at 12:07 p.m., the subcommittee was recessed, to be 
reconvened at 10 a.m., Monday, May 25, 1959.) 
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MONDAY, MAY 25, 1959 
U.S. Senate, 


CoMMITTEE ON BANKING AND CURRENCY, 
SvuscoMMITTEE ON Hovustne, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New Senate 
Office Building, at 10:07 a.m., Senator John J. Sparkman (chairman 
of the subcommittee) presiding. 

Present: Senator Sparkman. 

Senator SparkMaAn. Let the subcommittee come to order, please. 

I am hopeful that other Senators may be able to come in later. 
There are a great many conflicting committee meetings this morning. 
As a matter of fact, I am supposed to be at three different committees 
atthesame time. That isa little difficult to accomplish. 

This morning we continue hearings which began on May 14. These 
hearings were concerned with the supply of home mortgage credit to 
be required during the decade beginning in 1960. To date we have 
considered factors affecting both the demand for and supply of home 
mortgage credit, and this week we take up consideration of Federal 
programs in this field. 

Today our witnesses will discuss the activities of the Federal Home 
Loan Bank Board. We have as witnesses Mr. Edward E. Edwards, 
professor of finance, Indiana University; Mr. Robinson Newcomb of 
Robinson Newcomb Associates, and Dr. Hobart C. Carr, chairman of 
the department of banking and finance, New York University. Dr. 
Carr, I understand, is appearing in place of Mr. Kurt F. Flexner, 
who submitted a paper for the printed “Study of Mortgage Credit,” 
appearing in the appendix, but who is unable to be here. Dr. Carr 
shares Mr. Flexner’s views. 

Perhaps it would be well if each of the witnesses will come forward 
to the table, and make his summary statement. Thereafter we shall 
question each of you as a panel, and invite discussion among the three 
of you, particularly on views in which you may not be in complete 
accord. I hope that is agreeable with you gentlemen. 

Mr. Edwards, we will be glad to have your paper. We have it and 
it will be printed in full in the record. You may read it or discuss it, 
summarize it, or handle it in any way that you wish. We are glad 
to have you with us. 

Mr. Evwarps. Thank you, Senator Sparkman. 

Senator Sparkman. And for all three of you the same will apply. 
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STATEMENT OF EDWARD E. EDWARDS, PROFESSOR OF FINANCE, 
INDIANA UNIVERSITY, BLOOMINGTON, IND. 


Mr. Epwarps. [ appreciate very much this opportunity to explain in 
person what I think should be done about the programs administered 
by the Federal Home Loan Bank Board, and why. 

What I have to say now, just as what I submitted to your committee 

earlier, for the Study, is my own opinion and belief. While it has been 
my good fortune to have been rather ¢ losely associated with the savings 
and loan business, I do not speak for it nor for either of its trade 
associations. Obviously, I do not speak for Indiana University. 

My views on the subject of housing are colored by my very strong 
belief that we should be a better housed nation than we are, and by 
my equally strong belief that this should be accomplished, insofar as 
possible, in an environment of free enterprise. Public housing, direct 
lending, and even government insurance or guarantee of individual 
loans are, to me, evidence of at least partial failure of American busi- 
ness to do its job in the housing field. Consequently, as a believer in 
American business, and as an educator of future businessmen, I want 
to get at the causes of our failure, and do what we can to enable the 
homebuilding and the home financing industries to stand on their own 
feet. 

At the risk of offending many of my businessmen friends, I would 
like to remind you that we are dealing with backward and exceedingly 
high cost industries. Thus, in the long run, the greatest hope for solu- 
tion of our problems i is research, which, because of the structure of the 
industries involved, may have to be financed by.Government. The 
structure of the homebuilding and home financing industries is not 
unlike that we find in agriculture, with large numbers of relatively 
small units. There would seem to be. more reason for Government 
research in housing, where we have both shortages and high costs, than 
in agriculture, where our capacity to produce is excessive and costs 
are so low that prices must be supported. However, this may not be the 
appropriate time or place to recommend a housing research program. 

While research may solve our housing problem in the long run, for 

the foreseeable future the best opportunity for improving our housing 

would seem to be in increasing the volume of capital going into hous- 
ing. We can do this without diverting ¢ apital from other worthy pur- 
poses only if we increase our volume of savings. Making housing a 
preferred claimant for funds in an inadequately supplied capital mar- 
ket. can never be a satisfactory answer to our housing problem. Thus 
your committee should concern itself with the flow of s savings, and to 
the extent you find the flow of savings inadequate, you should seek 
effective means for increasing the volume of savings. 

This is one reason why I believe the Federal Home Loan Bank 
programs deserve your most careful attention. The Federal Home 
Loan Banks, their member institutions, and the Federal Savings and 
Loan Insurance Corporation are designed to promote personal sav- 
ings. ‘They have demonstrated considerable success in this respect, 
having accounted for an increase of nearly $50 billion in personal 

savings since World War II. Continued and greater growth 1s 
needed, however, to assure a flow of savings that will be adequate to 
finance needed home construction during the next decade. 
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But there is another reason why the Federal Home Loan Bank 
programs need to be expanded. These programs, unlike the insured 


or guaranteed loan programs and related programs for secondary 
mort 


gage market institutions, permit lending decisions to be made 
at a local level by people or institutions that risk their own business 
future on their own business judgment. 

Notice the difference between borrowing from a Federal Home 
Loan Bank to make conventional loans, and selling Government in- 
sured mortgages to a secondary mortgage market institution. In the 
first instance, a local financial institution is risking its very existence 
that its judgment is right. In the second instance, the seller of in- 
sured mortgages assumes little or no risk, since the buyer relies pri- 
marily on the Government insurance or guarantee. While it may be 
just a matter of political and economic belief, I think the first pro- 
cedure is infinitely better. 

I think the conventional loan can be improved, however, both as 
to its terms and its cost, and that is why I recommend that the Con- 
gress give increasing attention to the conventional loan and to the 
Government agency that apparently has greatest responsibility for 
it. An appropriate combination of research and imagination could, 
in my opinion, go far toward making a conventional loan more at- 
tractive to a home buyer than an FHA or GI loan. 

To summarize this bit of background, what I believe are proper 
objectives for the Congress and for this committee would be to seek 
(1) a greatly increased flow of savings into housing without detri- 
ment to other desirable forms of capital formation; and (2) some 
improvement in the terms and cost of conventional loans. These 
objectives could be achieved under the programs now administered 
by the Federal Home Loan Banks if Congress so desired and took 
the necessary steps to assure their achievement : 

My specific recommendations, included in my earlier paper, to ac- 
complish these objectives are as follows: 

First, “define the responsibilities of the Federal Home Loan Bank 
Board in such a way as to assure a more positive and constructive 
attitude on the part of the Board in meeting home financing needs.” 
In other words, let’s put the monkey on the Board’s back instead of 
somebody else’s. I cannot tell you just how to do this, although I 
would guess that the Board members would quickly understand their 
new responsibility if this committee would begin to expect something 
more from the Board. 

One possibility might be for this committee to ask the Board reg- 
ularly for reports as to the cost and availability of mortgage funds m 
each of our metropolitan areas, and the need for additional funds over 
and above that which can be supplied through conventional means. 

A second recommendation would be to “enlarge the membership and 
increase the prestige of the Board.” ; 

Senator SparkMAN. Mr. Edwards, I want to call your attention to 
one of the sentences that you are omitting that I think has a very 
good suggestion also, the one starting off, “More appropriately, per- 
haps.” Did youstrike that purposely ? 

Mr. Epwarps. Senator, I struck that solely out of consideration for 
my fellow members at the witness table. I will be very glad to read 
it, and in any case I would hope it would go into the record. 








QRS STUDY OF MORTGAGE CREDIT 


Senator Sparkman. It will. 

Mr. Epwarps. More appropriately, perhaps, this committee might 
ask the Board to report regularly on how effectively its member in- 
stitutions are meeting home financing needs in their communities. 

Senator Sparkman. I will tell you the reason the sentence im- 
pressed me. One thing that I have always been rather concerned 
with is the spottiness with which savings and loan associations are 
located—this is certainly true in some States—and what I consider 
to be a lack of aggressiveness on the part of many of them. I do not 
have enough understanding of the general field to make a flat state- 
ment, but it has seemed to me for a long time that they were not 
aggressive enough in this field. 

Mr. Epwarps. I certainly share that opinion. 

Senator SparKMAN. I regard the savings and loan associations serv- 
ing, each one, a relatively small area, as a real grass-roots method of 
getting homes built in this country. Yet in many areas it seems to 
me that they are lacking the aggressiveness that they ought to have, 
both to found new savings and loan associations in areas not now 
being adequately served and also in having them work more aggres- 
sivley. 

Mr. Epwarps. And if I may, I would like to add that the resources 
of the home loan bank might well be used to strengthen those institu- 
tions that are trying to do the best home financing. 

Senator SparKMAN. I agree. When I say “lack of aggressiveness,” 
I mean all the way up and down. 

All right, sir. 

Mr. Epwarps. Section 4 of the Federal Home Lean Bank Act states 
that, 


no institution shall be eligible to become a member * * * if, in the judgment of 
the Board * * * its home financing policy is inconsistent with sound and 
economical home financing * * *. 

This suggests that the Congress at one time expected the Board to 
be aware of home financing needs, and to know how well they are 
being met, and to do something about members who were financing 
homes that are poorly designed or otherwise ill suited to the borrowers’ 
needs, or charging the highest rate of interest the traffic will bear, or 
for assessing high commissions and loan fees, or for refusing to make 
minimum down payment or maximum maturity loans. To the best 
of my knowledge, the Board has not adopted or kept up to date any 
statement of what it considers to be “sound and economical home 
financing.” A little reminder from this committee might go a long 
way toward making the Board feel its responsibility for providing 
“sound and economical home financing.” 

Second, “enlarge the membership and increase the prestige of the 
Board.” While there are many ways that this might be done, I should 
think the Board of Governors of the Federal Reserve System would 
offer a fine pattern. It should be just as much an honor to be a 
member of the Federal Home Loan Bank Board as a member of 
the Board of Governors, and it should be just as good an opportunity 
to serve, and this Board should be just as free of unnecessary restraints 
as the Board of Governors. 

Third, “require the Board to develop an adequate research staff, 
making provision, if necessary, for assessing increased costs to mem- 
ber institutions.” As a matter of fact, the Congress might well 
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consider some form of subsidy for the development of better research, 
since the benefits would be widespread and general. However, a $50 
or $60 billion industry can pay for an adequate research program, 
and in my opinion would be willing to do so if asked. 

Perhaps I should point out here that I am talking about research 
in the area of savings and home financing, not home building. 

Fourth, “insist that the Board make effective use of the tremendous 
borrowing power of the Federal home loan banks.” This, in my 
opinion, 1s absolutely necessary if we are to tap effectively the tre- 
mendous flow of savings into pension funds and other contractual 
savings plans. We certainly need to reverse the current situation, in 
which the Federal home loan banks take more money out of the 
mortgage market than they put into it. Moreover, bringing into the 
savings and loan business a substantial volume of strictly long-term 
funds is necessary to the long-run stability of the home financing busi- 
ness. We should not plan to finance homes forever out of demand and 
short-term funds. 

Fifth, “seek out ways, including the removal of present tax dis- 
advantages, to stimulate the flow of savings into home financing insti- 
tutions.” This may be a surprising recommendation in view of the 
rapid growth of the savings and loan business and its supposed tax 
advantage. The savings growth is far from adequate to meet home 
financing needs, however, and despite the tax advantage claimed, the 
truth is that the income from savings accounts is not favorably taxed 
as compared with income from many other sources. But there must 
be other means than tax advantage to promote further the flow of 
savings. These means could be found and developed by an alert 
Board, aided by a competent research staff, and encouraged by 
Congress. 

Sixth, “remove, and insist that the Board remove, arbitrary limi- 
tations on individual transactions of member institutions.” These 
member institutions, in my opinion, need a wider opportunity both 
for success and for failure. They certainly should have as much free- 
dom in making home loans as commercial banks have in making busi- 
ness or personal loans. 

Seventh, “remove, and insist that appropriate supervisory agencies 
remove, present arbitrary limitations on home mortgage transactions 
entered into by commercial banks.” This is related to my sixth rec- 
ommendation, and the point I am trying to make is that home mort- 


gage lending should be made more respectable. We have inherited 


from the past the erroneous idea that mortgage loans somehow are 
unsafe and ought not be made except under certain arbitrary but un- 

roved standards incorporated into a regulatory code. We permit 
te to make other loans under almost any terms they wish on al- 
most any form of collateral, or without collateral. The special re- 
strictions on mortgage lending not only reduce the availability of 
home mortgage funds, but tend to make mortgage lending a question- 
able area of finance, wholly without justification. 

In summary, the financing of American homes needs to be made a 
more efficient, more self-reliant business, and the agency originally 
charged by this Congress with this responsibility—the Federal Home 
Loan Bank Board—needs to-be strengthened and stimulated into ap- 
propriate action. This is not meant to be a criticism of the present 
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Board or the agencies it administers. Their performance is a matter 
of record, and I am not one to quarrel with success. The job ahead 
is going to be different, as your committee recognizes in scheduling 
these hearings. That is why changes are in order. 

Senator SparKMAN. Thank you very much, Mr. Edwards. 

Now, Mr. Newcomb. 


STATEMENT OF ROBINSON NEWCOMB, OF ROBINSON NEWCOMB 
+ ASSOCIATES, WASHINGTON, D.C. 


Mr. Newcoms. The paper I submitted to this committee last fall 
for inclusion in the printed Study on the position of savings and loans 
and the economy was limited to two main considerations: first, sav- 
ings and loans are not keeping abreast of changing financial develop- 
ments; second, the Bank Board could be instructed to promote the in- 
terests of savings and loans and homeowners more aggressively. 

Savings and loans are estimated to have held just over 12 percent of 
nonfarm residential debt at the beginning of the century and to have 
about doubled this by the end of the 1920’s. Their annual rate of 
growth in the percentage of mortgages held from 1901 to 1929 was 
about 214 percent. Apparently, savings and loans now hold only about 
a 10-percent larger proportion of the debt than they did 20 years ago. 
Savings and loans grew rapidly from 1940 to 1955, but other invest- 
ment media have been showing more vitality than the savings and 
loans since 1955. 

While savings and loans are becoming relatively less important in 
financing new construction, they are becoming more important in 
financing the resale or remodeling of existing homes. The following 
table illustrates this. 

(The table referred to follows:) 


Housing starts? 


{In thousands] 








Percentage 
Private *‘(Conven- | of savings 
Total pri- | FHA and | Othertotal| savings tional) and loan 3 
vate TA and loan ? | nonsavings| financing 
and lean of new 
homes 
ain -| ee cates eS 
1955......... Jeceenenpeeaner= 1,310 | 670 | 640 400 | 240 35.3 
i ssico cain tn wdubOebtnwttdees | 1, 094 | 460 | 634 | 353 | 281 35.8 
IL ccting 2 Satiatih aiistensts abstegiiiteis 993 | 297 696 315 381 34.2 
eee a ad 1, 142 | 398 744 | 329 | 415 33. 2 
INDEX 1955, 100 
Rr rere eer reer mney rem gereeneen imeem iran 
le 100 100 100 100 100 100 
i Se al tes occeaniabaal S4 69 99 88 117 101 
Mee. 2 hes Ete dcadn 76 | 44 109 | 79 | 159 | 97 
| aaa Seen 87 | 59 | 116 82 | 


173 | 94 





1 Official estimates. 

2 Unofficial HLBB estimates. 

3 That is percentage of savings and loan mortgages going to finance the construction of new homes rather 
than the refinancing of existing homes. In 1955, 35.3 percent of mortgages were for new and 64.7 for exist- 
ing homes. In 1958, 33.2 percent was for new and 66.8 percent for existing homes. 


_ Mr. Newcoms. I obviously do not want to read the table in its en- 
tirety, but I think certain points can be emphasized. While total pri- 
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vate starts dropped 13 percent from 1955 to 1958, FHA and VA 
dropped 41 percent, but other private starts rose 16 percent. Savings 
and loans however, dropped 18 percent. Total private rose, while sav- 
ings and loan starts dropped. Conventional, other than savings and 
loans rose. 

Savings and loans accounted for about 31 percent of all starts ac- 
cording to Home Loan Bank Board estimates in 1955. The total vol- 
ume of starts dropped 24 percent from 1955 to 1957 and the volume of 
savings and loan starts dropped 21 percent. Housing recovered some- 
what in 1958, starts were only 13 percent below 1955 levels, but sav- 
ings and loan starts were 18 percent below 1955 levels. Other con- 
ventional starts rose in 1956 and 1957, while savings and loans were 
dropped. In 1958, other conventional starts were far above 1955 levels 
while savings and loans were 18 percent below. 

The fifth column of the table, conventional, nonsavings and loan 
starts understates the volume of nonsavings and loan new construction 
starts. I have explained reasons in detail with the staff, in case the 
committee wants more elaborate explanation. In essence, the reason 
that the nonsavings and loan figure understates the total is due to the 
fact that savings and loans make some FHA and VA mortgages, and 
therefore part of the savings and loan starts are counted also in the 
FHA and VA column. This means that conventional savings and 
loan loans excluding FHA and VA savings and loan starts is less than 
400,000 for 1955. Therefore, the conventional nonsavings and loan is 
greater than 240, probably over 300,000. The ratio of nonsavings and 
loan to savings and loan is therefore greater than shown in the table. 

This loss in the relative importance of savings and loans in new con- 
struction is due in part to lack of funds. 

Senator SparKMAN. Mr. Newcomb, before you take that up, I want 
to go back to that table. I do not quite understand. You said that 
savings and loan loans had fallen 21 percent. 

Mr. Newcoms. From 1955 to 1957, the number of new loans dropped 
21 percent. 

Senator SparKMAN. I am not sure I see that in the table. I am 
reading from the last column. 

Mr. Newcoms. The fourth column over, private savings and loans. 

Senator SparKMAN. You show an index of 82 in 1958. — 

Mr. Newcompr. Yes, they dropped from 100 to 79 in 1957; that is a 
drop of 21 percent. Then they went up 3 points to 82 percent in 1958. 
The total went up from 76 to 87 from 1957 to 1958; that is an increase 
of 9 points. FHA and VA went up 15 points, private savings and 
loan went up 3 points, and other conventional starts according to this 
table, went up 14 points. 

Another significant matter is suggested by this. Savings and loans 
are shown to accomplish 400,000 private starts in 1955; nonsavings 
and loans, 240,000. This understates the nonsavings and loans. I 
have discussed this with the staff; if you want to follow through, we 
can follow through in detail privately. Conventional nonsavings and 
loans actually were bigger than shown for technical reasons. Their 
figure for 1955 without adjustment comes to 240,000. But in 1958 
nonsavings and loans were 415 against 329 for savings and loan. In 
other words, nonsavings and loans are rising, whereas savings and 
loan are falling in this peirod from 1955 to 1958. Savings and loan 
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are not as aggressive, they are not holding their own in the market, 
and inasmuch as they finance the lower-cost housing more heavily 
than FHA’s and VA’s 

Senator SpaRKMAN. This relates to new housing ? 

Mr. Newcoms. This relates to new housing only. 

Senator SparkKMAN. What has taken place with reference to used 
housing ¢ 

Mr. Newcoms. The savings and loans are moving into that. That 
is important. 

Senator’SparRKMAN. Does that account for all the difference ? 

Mr. Newcoms. Yes. They put more of their money in the used 
housing, in repairing, and in the transfer and sale and resale of used 
housing. 

Senator SparKMAN. In other words, overall there has been no 
decline ? 

Mr. Newcoms. There was an 8 percent decline in savings and loan 
lending in current dollars from 1955 to 1958, a larger decline in con- 
stant dollars. 

Senator SpaRKMAN. But it has been a shifting from new to used 
housing ¢ 

Mr. Newcoms. That is right, and we need this used. 

Senator SparkMAN. Is not that likewise true with reference to 
FHA? 

Mr. Newcoms. The FHA is putting more emphasis on the used. 
They are making it easier to finance this. The FHA is aggressive. 
They are moving into this area. 

Senator SparkMAN. I know, but have they not shifted a good part 
of their interest from new to used ? 

Mr. Newcoms. Yes; they are doing both, but the FHA and VA is 
rising again sharply in both areas. 

Senator SparKMAN. Rising on the new starts? 

Mr. Newcoms. They are rising on the new starts more than the 
savings and loans are rising on the new starts. 

Senator SpaRKMAN. Yes. 

Mr. Newcoms. And the other side, the nonsavings -and loans, 
private and conventional, is more important now relative to savings 
and loans than it used to be. In other words, the market is there, and 
somebody is getting it in new construction conventional loans, but the 
savings and loans are not getting the new construction volume amount 
they used to get. 

Senator SparKMAN, All right, thank you. 

Mr. Newcoms. That is your point about being aggressive here. 

The loss in the relative importance of savings and loans in new 
construction is due in part to lack of funds. Since this table was re- 
produced, the SEC has come out with a statement of the flow of funds 
to investment companies and pension funds. The total investment in 
these two now is over $60 billion, according to the SEC. Largely 
since the beginning of the war, these two have become worth over 
$60 billion; the savings and loans are worth over $51.5 billion. In 
other words, these two now are bigger than all the savings and loans, 
and they are a relatively recent development. So the flow of funds 
is now moving more rapidly into this area than it used to and more 
rapidly relative to savings and loans. 
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The following table taken from the last Bankers Trust Investment 
Outlook, illustrates this development. 
(The table referred to follows :) 


Flow of funds by major institutions * 
































[In billions of dollars} 
1955 1956 1957 1958 

Be ee eee ee ee 2.1 2.4 2.7 2.9 
Fire, casualty and marine insurance-............-------- 1.1 8 1.0 12 
State and local retirement funds 1,2 1.4 1.6 1.6 
I RI Si obcdnkannebenqensennenee 8 9 1.0 1.6 
Time deposits, commercial banks. ...------.------.---- 1.5 2.2 | 5.6 6.8 
IS ac cngene cadndanmannesonanneoketawk ane 6.7 tA 11.9 14.1 
a a ae 5.6 5.8 5.5 5.6 
RE SE SN i decetednnacnwnsceeadebeuane 1.9 2.0 1.8 2.5 
Savings and loan associations...........--.-.-.--.------ 5.3 5.4 5.2 6.5 
CON ii vniectectinnen dp tint mnsctniesmenaoutoceiben 12.8 | 13.2 12.5 | 14.6 
Ol a ee 19.5 20.9 | 24.4 | 28.7 

Percentage life insurance, mutual banks and savings 
OG DRIES OO BONE go vic cp acnnncssnnncedorreegeswewimne 66 63 51 51 
Percentage savings and loan to total......-.----------.- | 28 26 21 23 





1 Based on Bankers Trust Co. reports, 1958 figures are their estimates only. 
3 Net of appreciation or depreciation in market values. 


Mr. Newcoms. This table shows that while savings and loans ac- 
counted for 28 — of the growth in personal savings repor ted in 
1955 and listed by Bankers Trust, they accounted for only 23 per- 
cent in 1958. 

The point here is that the percentage of funds going to the groups 
that emphasize mortgages, that is, life insurance, mutual savin 
banks, and savings and loans, dropped from 66 percent of the total in 
1955 to 51 percent in 1958. That is a significant drop in this 3-year 
period. Savings and loans alone dropped from 28 to 23 percent. In 
other words, they are getting less and less of the total flow of funds. 

This decline in the flow of funds to savings and loans is important, 
among other reasons, because savings and loans provide mortgages 
for lower income families. The data on this subject are not as volu- 
minous or specific as the technician would like, but the National Hous- 
ing inventory for 1956 did break down distribution of mortgage loans 
in 1956 by income of the borrower. The data published by the Bureau 
of Census showed that 10.1 percent of FHA, 9.6 percent of VA and 
21.1 percent of conventional savings and loans- -type loans were made 
to families with incomes under $4,000. The savings and loans are 
local institutions. They know their borrowers and are not subject 
to as rigid restrictions as the FHA and VA mortgagees. They can, 
therefore, give better attention to the needs of the marginal, lower in- 
come borrowers. 

The savings and loans have tended to compare their growth with 
the growth of time deposits in commercial banks. This is like com- 
esd ing the time of the Twentieth Century Limited and the Broadway 

amited between New York and Chicago, instead of comparing the 
time taken by these trains to the time taken by airplanes. Newer 
methods of transportation are making heavy inroads on rail pas- 
senger traffic. Newer methods of saving are making heavy inroads on 
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the proportion going to institutions such as banks and savings and 
loans. Savings and loans history should be related to the total picture, 
not just to the history of somewhat similar institutions. Train speed 
should not be compared with train speed to decide what will get the 
New York-Chicago traffic. 

If savings tend to flow to institutions which cannot make mort- 
gage loans readily, the volume of mortgage lending will drop or the 
price will rise. Both of these things have been happening. The first 
table shoywwed how the proportion of conventional lending by other 
than savings and loans rose from 1955 to 1958. Such financing, ac- 
cording to this table, was about 38 percent of conventional lending in 
1955, 44 percent in 1957, and 56 percent in 1958. The following table 
shows the ratio of non-savings and loan to savings and loan conven- 
tional financing from 1955 to 1958. 

(The table referred to is as follows :) 


Distribution of conventional financing 


| 





Total | Savings and Other 
loan | mortgagees 
patentee | ——$$_______ —______ = 
ee in uainhiabeuonmaniet 100 62 38 
1956 Bee ee ee en a ae 100 56 | 44 
a a ae ie | 100 45 | 5 
aes a aningnniieemnaccmibiian Sakae 100 44 | 56 


Mr. Newcoms. And I hope this is clear. There are certain tech- 
nical modifications in the table itself, which have been discussed. 

The latest Home Loan Bank Board report shows.that new construc- 
tion accounted for less than one-third of the savings and loan financ- 
ing in the first quarter of 1959. The latest estimates of savings put 
out by the United States Savings & Loan League indicate that the 
volume of savings flowing to commercial and mutual savings banks 
to savings and loans and to life insurance companies—that, again, 
is a group that emphasizes mortgages—was down about one-sixth in 
the first 4 months of this year from the level of last year. No wonder 
mortgage financing is somewhat expensive and savings and loans are 
turning more and more to the more lucrative financing of old homes 
and from the more competitive financing of new homes. 

It would be very simple for savings and loans to tap pension and 
other investment sources. This would make more funds available 
for mortgage financing. The Home Loan Bank Board, however, is 
moving to provide liquid funds only for savings and loans, not for 
new capital. 

Savings and: loans secure their income by the marginal between 
what they pay for money and what they get for money. This margin 
varies but little when interest rates rise or when interest rates drop. 
It is tending to decline somewhat with the increased mechanization of 
the industry, and drops somewhat with volume. 

Anything which increases the flow of funds. to savings and loans 
will decrease the price which they can charge for it. The larger the 
flow to savings and loans the lower the interest rate to the borrower. 
Whereas, FHA and VA loans have tended to drop in volume as in- 
terest rates rose, savings and loans have dropped their lending activi- 
ty less but have had to increase the price they pay for their money as 
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rates rose and, therefore, have had to increase the price which they 
charged their mortgagors. Encouraging savings and loans to tap 
pension funds, which in many areas, and at most times can be tapped 
at lower cost to savings and loans, would lower the cost to mort- 
gagors. As savings and loans favor low income mortgagors, this 
would increase the volume of loans to low-income families and de- 
crease the interest rates charged them. 

Savings and loans formerly led the home financing field. They 
were the first to develop the amortized loan and safe ‘high ratios of 
mortgage to value. They were the most aggressive institution tap- 
ping “personal savings. But in the last decade, and in the last 5 
years particularly, they seem to have lost some of their aggressiveness, 
and are allowing personal savings and new home financing to slip 
through their fingers. 

A directive from the Congress to the Board that it should facili- 
tate direct long-term borrowing by savings and loans would have a 
dramatic effect on the flow of funds to mortgages. It would increase 
the volume of housing and decrease mortgage costs. It would help 
stabilize homebuilding at higher levels and help lower housing costs 
for builders and buyers alike. The problem is an important one. 
This step toward a solution is a simple one. I hope the committee 
will find it worth investigating. 

Senator SparkMAN. Thank you, Mr. Newcomb. 

Now we have the paper that Mr. Carr is presenting. Mr. Carr, 
will you give it to us in your own way, sir? 


STATEMENT OF C. HOBART CARR, CHAIRMAN, DEPARTMENT OF 
BANKING AND FINANCE, NEW YORK UNIVERSITY 


Mr. Carr. Thank you very much. 

Residential mortgages labor under the handicap of what I call 
the particularization of credit. The credit is given to a particular 
borrower in a single particular amount. It is given on a particular 
house of p: articular dimensions in a city or area on a particular lot 
which falls within an area zoned in a ‘particular fashion. It is in 
recognition of this quality or disadvantage that institutions such as 
mutual savings banks and savings and loan associations have been 
subject to restrictions confining their mortgage investment to areas 
close by. 

Fortunately, some machinery has been developed for the generali- 
zation of the availability of credit in the residential housing market. 
Otherwise, areas with a strong demand for housing would be denied 
access to pools of savings outside that area. Similarly, areas with 
abundant savings would “be required to find other investment outlets. 

Among the devices which have contributed to a “generalization” 
of mortgage credit have been the FHA and VA mortgages. The in- 
surance or guarantee provided through such mortgages has the effect 
of impersonalizing the credit, and through this means institutions 
have been relieved from the restrictions confining investments to 
areas nearby. The Federal home loan banks through their provisions 
for reallocation of resources through advances have also provided for 
amore general availability of mortgage funds. Mortgage participa- 
tions among savings and loan associations have made a ‘further con- 
tribution to a more > general availability of mortgage resources. 
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Nonetheless, the obstacles still facing the generalization of credit in 
the mortgage market are imposing. Conventional mortgages, for 
example, are lacking in the impersonalization of credit characteristic 
of FHA and VA markets. Further, Federal home loan bank ad- 
vances contribute only modestly to the redistribution of resources 
among members with excess funds and those with deficit resources, 
primarily because of the low rate paid to members on funds held on 
deposit with the Federal home loan bank. (This low rate in compari- 
son with. other uses does not encourage deposits and has not resulted 
in transfers of funds among the Federal home loan banks. ) Finally, 
mortgage participations have been limited by inability of associations 
to judge credit risks in areas outside their own region. 

In recognition of these obstacles, I offer a proposal. This proposal 
is similar t to the one that Dr. Flexner submitted in his original paper. 

It is proposed that a secondary mortgage market in conventional 
mortgages be created through the machinery of the Federal home 
loan banks. The steps required to establish such a market are as 
follows. 

First, that a “rating” division be set up under control of the Board 
in Washington to rate, upon request upon payment of a fee, the 
conventional mortgages submitted by associations. This rating need 
not be complex; it could be confined to two classes: “A” for those 
mortgages eligible for secondary market operations and “B” for those 
not eligible. 

Second, that the Federal home loan banks engage in the purchase 
and sale of mortgages. Associations whose resources fall short of 
mortgage demand—deficit associations—could thereby sell A mort- 
gages already in their portfolio and obtain new funds. Federal 
home loan banks would obtain such funds lar gely from the purchases 
of surplus associations who would thereby assure eionditves of a 

rate comparable to that prevailing on mortgages in their own area. 
This machinery would also give deficit home loan bank districts access 
to funds from surplus home loan bank districts through sales among 
the Federal home loan banks. The Federal home loan bank pur- 
chasing mortgages from another home loan bank would obtain 
the necessary funds through sale to associations in its own district or 
alternatively through paying a high enough rate on deposits to attract 
funds from its member associations. 

As I see it, the proposed machinery would have the following 
results: 

(1) It would contribute to the availability and the use of mortgage 
funds by associations throughout the Nation. 

(2) It would enhance the liquidity of associations since conven- 
tional mortgages would then have a market. The sale ofsuch mort- 
gages need not be confined to the satisfaction of a strong demand for 
mort gage funds. It could also be to satisfy the demands of the share- 
holders for their money, should this ever occur. 

(3) Through this contribution to liquidity it would lessen the need 
for the purchase of Government securities for liquidity purposes and 
would thus enlarge the funds for the satisfaction of housing needs. 
Parenthetically, I would like to say with regard to Mr. Newcomb’s 
point on this that one reason for the developments that he has pointed 
out, in my opinion, is the fact that savings and loan associations in the 
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past several years have been purchasing Government securities. In 
other words, part of the flow of funds that has gone to the savings and 
loan associations have been put, as usual, mostly in the conventional 
mortgage markets, but another part has gone into Government securi- 
ties por t folios, undoubtedly for liquidity r reasons. 

(4) It would diminish the need for borrowing from the F lend 
home loan bank or from commercial banks. 

(5) It would tend to quicken the use of the money supply gener- 
ally, and thus, perhaps, to lessen expansion of commercial bank 
loans. 

(6) Through its contribution to greater flexibility it would permit 
more effective competition with other savings institutions. 

The proposal does not pretend to be all-encompassing. Some prob- 
lems and questions readily come to mind. For example, suppose hous- 
ing demand were so strong that deficits were larger than surpluses 
throughout the Nation? Again, should the Federal home loan banks 
engage in purchases or sales with nonassociations? If not, this ar- 
rangement could hardly be called a secondary market except in a 
limited sense. Further, what standards are going to be used for 
rating? Credit standing of the borrower? Location of the home? 
Term of the mortgage ? “Equity of the borrower? Age of the mort- 
gage? Another question: since various mortgages “bear differing 
rates, how should a pricing system be established? Still further, why 
confine the secondary market activities to conventional mortgages? 
True, Fannie Mae is now a bulwark in the FHA-VA market, but 
what harm could come of affording another outlet? And again: Since 
the Federal home loan bank will need to build up a portfolio of some 
size in order to smooth out fluctuations in demand and supply, how 
will the portfolio be financed? By sale of Federal home loan bank 
bonds? 

In fact, these questions and problems are such as to raise a broader 
question. Should the Federal home loan bank sponsor the machinery 
for a complete secondary mortgage market in which conventional and 
Government-backed mortgages would be traded? The funds for the 
beginning inventory of mortgages could be raised by sale of bonds 
and the technicians and consultants could be hired’ by the Board. 
Thus, there is no question of the ability of the Federal home loan 
bank to take such a step, guided by appropriate legislation. 

To advocate such a course, however, demands consideration of the 
answers to a number of questions. For example, should the secondary 
mortgage market service be offered to members of the Federal Home 
Loan Bank System only? If so, this might encourage a growth in 
membership. Again, what should be the relationship of such a facil- 
ity to Fannie May? Further, should the Federal home loan bank 
act only as an intermediary, or should it act to influence rates and 
terms by increasing or decreasing its portfolio ? 

While there is much merit to dealing with the broad question of a 
complete secondary mortgage market, it would not be necessary to 
postpone a trial run of the narrower suggestion until all t’s had been 
crossed and all i’s dotted on the broad problem. Much valuable 
knowledge could be acquired by such a trial run. For example, the 
standards to be used in fixing an A or B rating on conventional mort- 
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gages could be worked out. Also, the response of associations to the 
existence of the facility could be determined. 

A second proposal to improve the well-being of the housing market 
concerns the availability of long-term credit to member associations. 
The decision as to the desirability of such credit is a knotty one. On 
the one hand, if long-term credit is not provided, a demand for public 
housing may arise by reason of the establishment of new communities 
in which there is insufficient savings as yet to build housing, and mort- 
gages as yet do not even exist. Demands may also spring up from 

rapidly growing areas characterized by similar insufficent supply of 
savings. If such demands are not satisfied, a demand for public 
housing to take the place of unsightly trailer camps may arise. On 
the other hand, if such credit is given by the Federal home loan banks, 
it further emphasizes the advantages afforded by governmental action 
in the field of housing. In any case, it is my firm belief that the de- 
cision should be made at the national level, in other words, by the 
Board at Washington. It does not seem fitting that the regional bank 
should be allowed to make what is tantamount to a national decision. 

Thank you. 

Senator SparkMAN. In other words, you think it should be uni- 
formly applied throughout the country rather than by regions? 

Mr. Carr. What I had in mind, was that there would be legislation 
on this point as there is in the Federal Reserve Act. The Board at 
Washington would issue regulation A for Federal home loan banks, 
comparable to regulation A as it is in the Federal Reserve System, 
and subject to those considerations in that regulation A, anybody 
would have access to long-term credit. Up to now, one Federal home 
loan bank will say “no” to a request of an association which, had it 
been in some other district, would have obtained a “yes” answer from 
the Federal home loan bank of that district. There is a great deal 
to be said for establishing what is really a national set of conditions 
and letting the associations all apply under the same type of condi- 
tions. 

Senator SparkMan. All right, Mr. Edwards? 

Mr. Epwarps. Could I express a somewhat contrary view on that 
point? 

Senator SparKMAN. We will be very glad to hear you. 

Mr. Epwarps. It is my opinion that the 11 regional home loan 
banks have boards of directors, including the public- interest directors, 
that are quite capable of administering reserve credit in that district. 
I feel that the banks, if anything, have been handicapped by too much 
uniformity and too much regulation from Washington. If I am not 
badly mistaken, though there is uniformity in a basic rule or policy, 
each of the 12 Federal Reserve banks has sole authority as to whether 
it will make an advance toa member bank. That is not subject to any 
review at all nationally. 

One of the strengths of the Reserve System, in my opinion, is that 
the Reserve Banks do make the decision as to whether credit is ex- 
tended to a member institution, and they do make the decision as to 
whether it shall be continued. I would not favor additional regula- 
tion by the Bank Board in the guise of uniformity. 

Senator Sparkman. What is your comment, Mr. Newcomb? 

Mr. Newcoms. I agree thoroughly with Mr. Edwards. Supposing 
the Bank Board in Washington says no? Then it is uniformly nega- 
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tive all throughout the United States. If the Bank Board says yes 
here, then some local board may feel that it is not desirable in its 
particular community. But we have the opportunity of going ahead 
in areas in which the local board agrees there is reason to go ahead. 

It is so darn easy to stop everything out of Washington; it is much 
harder to start things. We might never have had social security or 
employment insurance if the State of Wisconsin hadn’t experimented 
with it. Our Federal system has, as part of its genius, the ability 
to permit various communities to experiment, and if the experiment 
is worth while, other communities adopt and follow the practice that 
has been proven valuable. If everything is nationalized, then we don’t 
have this opportunity to experiment and develop and learn what really 
can be done. 

So I would like to have as much regional responsibility as possible 
under certain overall regulations. 

Senator SpARKMAN. Any rebuttal, Mr. Carr? 

Mr. Carr. I think maybe the first step in rebuttal, if it need be 
called that, is a clarification of what I had in mind. I thought that 
this might be clarified by merely referring to regulation “A” of the 
Federal Reserve System. 

I think perhaps I need to go into some more detail on this. Regula- 
tion “A” has two parts to it, essentially. It really describes what the 
Federal Reserve Act says, so that in that respect all the regulation 
would be saying is whatever the act said with regard to the extension 
of long-term credit. 

The second part of it, though, is a preamble or foreword that de- 
scribes the general purpose of borrowing. For example, it says some- 
thing to the effect that seasonal needs are supposed to be met from 
the bank’s own resources, but that extraseasonal needs ought to be 
met, or could be met by borrowing from the Federal Reserve Banks. 

All I had in mind here was that there would be issued by the 
Federal Home Loan Bank Board a regulation describing generally 
the conditions for long-term credit. Now, if the law weren’t passed 
that would stiffen and make this regulation worthwhile, of course, 
there would be no regulation at all. But it would state what the law 
would say, the philosophy of the law, and then each Federal Home 
Loan Bank would have the conditions before it and have individual 
applications for credit, as Professor Edwards says, judged with re- 
gard to its merits. These applications would be judged regionally 
but according to national standards. It would not resolve itself into 
the situation which now prevails where some long-term credit is ex- 
tended by some of the regional banks and others don’t extend long- 
term credit at all. 

Senator SparKMAN. How lengthy is that regulation “A”? 

Mr. Carr. I am trying to visualize it. It is about five-by-seven and 
has four or five pages. 

Senator SparKMAn. I think it might be well to insert regulation 
“A” in these hearings at the end of today’s hearing. 

(The document referred to will be found on p. 323.) 

Senator SparKMAN. In other words, you would propose for the 
Federal Home Loan Bank Board a similar field of operation? 

Mr. Carr. Yes. 


Senator SparkMan. All right. 
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Mr. Carr. So that the regional banks would have their opportunity 
to judge the individual applicant, but the standard by which they 
would judge it would be all the same from one district to another. 

Senator SparKMAN. All right, Mr. Edwards? 

Mr. Epwarps. Senator, I believe the key part of that last answer is 
that part I of regulation “A” consists of a restatement of the law. 
I am a little bit afraid that in the area we are now talking about, the 
Federal Home Loan Banks, that the law itself is deficient in that it 
doesn’t include a clear expression of the will of the people of this 
country as to what the Federal Home Loan Bank system should do. 
If we had such a statement and if it were a matter of law, it would be 
much easier for the Home Loan Bank Board to promulgate an ap- 
propriate regulation. 

Senator Sparkman. As I understand it, all three of you recognize 
the need for additional legislation, is that not true? 

Mr. Newcoms. We think it desirable. 

Senator Sparkman. Yes, and I assume that Mr. Carr’s statement 

yas based on the premise that there would be a law 

Mr. Carr. That there would be an appropriate law. 

Senator SparKMAN. Giving a directive to the Federal Home Loan 
Bank Board. 

Mr. Carr. Yes. 

Senator Sparkman. And then your reference to regulation “A” 
would be for the Federal Reserve Board to put out its interpretation 
as to what the law is and how generally it should be Seeiiek leaving 
it up to the regional banks to work out individual application. Is 
that correct ? 

Mr. Newcoms. Yes. 

Senator Sparkman. I think I am safe in this assumption also, that 
all three of you believe that something needs to be done to bring more 
aggressiveness to the functioning of the Home Loan Bank Board and 
to savings and loan associations generally. 

Mr. Epwarps. Senator, if I may comment on that for a moment, I 
think you and I agree on what should be done, but I am not certain 
that I would agree that. aggressiveness is the right word. I am in- 
clined to think that many associations are more aggressive now than 
they should be, because they are trying to compensate for a lack of 
service on the part of the Home Loan Bank Board. For example, 
many associations, in my opinion, have had to raise their rate of 
dividends in order to try to bring in an adequate flow of funds to keep 
up with local mortgage demand, when it would have been much more 
economical for them to have turned to the Home Loan Bank for long- 
term advances. So if you are talking about aggressiveness in the sense 
of the whole system, including the bank board, I would: agree with 
you. If you say that member associations have not been eee 
aggressive, I think there might be some room for argument. A lac 
of service on the part of the banks has forced, in some areas, undue 
aggressiveness. 

Senator SparKMAN. I believe, as a matter of fact, Mr. Edwards, 
when I spoke of that I did point out that in'’some cases the individual 
associations seemed to lack aggressiveness. 

By the way, Mr. Edwards, you had one provision in your recommen- 
dations I am not certain I understood, and that was the one relating to 
taxation. Of course, you realize this committee does not have juris- 








dict 
is b 
disa 


com 
M 
ly o 
exal 
Se 
Tan 
M 
lievi 
spec 
Oth 
hav 
feri 
nam 
of t! 
T 
cou! 
bett 
and 
est 
pur 
a dc 
tax: 
por 
] 
and 
whe 
to 1 
call 
ticu 
] 
Ia 
the 
son 
cap 
por 
Eve 
ine 
not 
A 
We 
be | 








wreioe~ 


> 


> 
~~ 


Oo: @'U > 


<A SE 





STUDY OF MORTGAGE CREDIT 301 






diction over taxation. Nevertheless, I was interested in it. One reason 
is because you indicate that with that provision they suffer from a 
disadvantageous tax position. Most of the mail that comes to me is 
complaining the other way. 

Mr. Epwarps. Senator, I am sure you know i ae consists main- 
ly of knowing things that aren’t true, and I think that that is an 
example. 

Senator Sparkman. I do not know. I think it may be the position 
I am in is just not knowing anything about it. 

Mr. Epwarps. Perhaps I am in ‘both positions. However, I do be- 
lieve that this business suffers an inferiority complex because of a 
special tax provision it has with reference to setting up loss reserves. 
Other financial institutions, particularly the commercial banks, I think 
have succeeded in giving many of the people in this business an in- 
feriority complex. They have been called “tax 4-F’s” and other such 
names, and that does not contribute, in my opinion, to the solid growth 
of the business. 

The second thing is that it is true that money put in a savings ac- 
count does not have a favored tax position. No one knows that any 
better than I do, because I accumulate my savings in a pension fund 
and a life insurance company. Each year I find out how much inter- 
est has been credited to me, but I don’t have to report that for tax 
purposes. When I am 65, and no longer have any earned income, have 
a double exemption, and so on, I may have to turn some of that in as 

taxable income. But during the accumulation period it isn’t even re- 
ported. 

If I were trying to accumulate my retirement fund in a savings 
and loan association or a commercial bank or a mutual s savings bank, 
whether I touched the annual interest or dividend or not, I would have 
to report it for current taxation, and even at the income of a so- 
called underpaid college professor, that is a pretty good bite, part- 
ticularly during the compounding period. 

I am not suggesting that we eliminate taxes on savings accounts. 
I am just pointing out that there are better ways for people to save 
their money if they are in an income bracket in which they have 
some money to save. We allow depletion on oil exploration, we have 
capital gains in stock and in direct investments, and we have post- 
poned taxation in the case of the pension fund and the insurance. 
Even in a savings bond you can elect the year in which you take the 
income for tax purposes. Thus it is true that a savings account is 
not favorably taxed. 

All I really suggest is that we recognize that and take a look at it. 
We may still decide not to change it, but we ought to see what might 
be brought about to offset the tax disadvantage. 

Senator SparKMAN. Thank you, sir. 


Mr. Caso. Mr. Newcomb, I would like to refer to your statement 
that— 


The latest Home Loan Bank Board report shows that new construction ac- 
counted for less than one-third of the savings and loan financing in the first 
quarter of 1959. 

What do you mean when you say “new construction” there? 

Mr. Newcoms. Their new construction loans were 33 percent of 

their total mortgage loans made in the first quarter. 
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Mr. Torrence, the man who puts this out for the Federal Home 
Loan Bank Board, is here if you wish to question him on it. They 
make a report every month, as I am sure you know, how much is new 
construction, how much is—— 

Mr. Casu. What is the definition of “new construction”? 

Mr. Newcomp. In this case it is the new construction loans. 

Mr. Casn. What do you mean, “new construction loans”? One-year 
loans ? 

Mr. Newcome. No, for the building of the home. This is the loan 
put on before the house is started. 

Mr. Casu. Is that known? Do you actually know that ? 

Mr. Newcomp. I checked with Mr. Torrence on that, and asked 
him to check to make sure if this would be an accurate definition or a 
reasonably reliable guide for the proportion of money going to new 
construction as against the proportion going for refinancing of exist- 
ing homes or remodeling of existing homes. 

Mr. Casi. Does anyone know how “much of that lump sum actually 
flows back into the permanent portfolio of the institution or how 
much is merely turned over as a short-term construction lending 
operation ? 

Mr. Newcoms. Mr. Torrence says they made a study of that in 1957 
and came to the conclusion that this approximates the amount of 
money that goes from savings and loans into new homes; for the 
financing of new homes. 

Mr. Casu. So that that figure represents a long-term lending 
volume? 

Mr. Newcoms. That is right. 

Mr. Casn. For new homes? 

Mr. Newcoms. That is right. 

Mr. Casu. Mr. Edwards, in your statement you say that Federal 
home loan banks take more-money out of the mortgage market than 
they put into it, and Mr, Carr in his statement suggests that the banks 
might be contributing some resources. It seems to me that those 
statements do not quite agree. Would you say something about yours, 
Mr. Edwards? 

Mr. Epwarns. I believe that the record for most time periods, cer- 
tainly for most year endings, will show that the sum total of capital 
stock owned by the members, plus the deposits that they may have, 
but not counting any home loan bank debentures that they might 
own is considerably more than the advances to members. 

This may.not be a fair sort of comparison to make, since some of 
the associations should be expected to use the bank system as a bank- 
ing institution, and certainly the banks need to be supported by strong 
capital structure. But I think it does bring out the fact that the 
Federal home loan banks haven’t even scratched the surface on tap- 
ping credit that might be available to them. These banks are the most 


heavily capitalized financial institutions we have in our whole struc- . 


ture of financial institutions. They have tremendous borrowing 
power. It hasn’t been used. Asa matter of fact, it hasn’t even been 
exercised. We don’t even know how much they might be able to 
borrow. 

Mr. Casu. Would you agree with that, Mr. Carr? 

Mr. Carr. If you total it up the way Professor Edwards has totaled 
it up, of course, it is a statistical fact. If you total up advances and 
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compare that with the contributions to capital and add the deposits 
of member associations made with the Federal home loan banks, the 
latter total would exceed the first. I don’t know any other way it could 
come out. I can’t conceive of the borrowings or advances—to use the 
more, perhaps, apropos term—I can’t conceive of the borrowings under 
present conditions being equal to the two of them together. 

Mr. Casu. Why has “the system not borrowed and advanced long- 
term funds to itsmembers? Does anyone know ¢ 

Mr. Carr. I can’t say for sure, but there must be, on the part of 
some regional banks, since they have not advanced long-term credit 
at all, a predilection, bias, or whatever you want to call it, against so 
doing, that this was perhaps not an appropriate function. 

Mr. Casu. Is there a gap in enabling legislation ¢ 

Mr. Carr. No, because some of them ‘do it. Some banks do it, other 
banks do not. 

Senator SparkMAN. Do you want to come in on that, Mr. Edwards? 

Mr. Epwarps. We shouldn’t point the accusing finger at, anyone, I 
suppose, and I don’t want to do that. But I w ould like to point out 
that after the adoption of the FHA and later the VA legislation, we 
have, through Government, provided an escape for errors of omission 
of the Federal Home Loan Bank Board. For example, if the Board 
does not encourage long-term advances and if certain areas of the 
country are short of capital for home construction, that pressure runs 
right. back to Congress and relief is provided in the form of FHA 
and Fannie Mae and that type of legislation. If it were not for the 
insured and guaranteed programs and the Fannie Mae secondary 
mortgage market type of program, the pressure on the Federal Home 
Loan Bank Board, in my opinion, to do what the original legisla- 
tion contemplated would have forced them to do something about it. 

This points the finger at a lot of people, Senator. It points it at me 
as a citizen, at you as a Senator, at the Home Loan Bank Board as 
the agency, and so forth. None of us has really taken a strong stand 
to require the Board to serve in the way that Congress originally 
intended. 

I happen to think, as I stated, it would be far better for the home 
loan banks to tap the capital markets and particularly the pension 
funds with their obligations and to advance those funds to member 
institutions for long “periods of time, and for the member institu- 
tions to risk their very existence in picking the individual mortgages 
to be financed thereby. That would lessen the pressure on Govern- 
ment programs. It would certainly lessen the pressure for direct 
lending and for the Fannie Mae type of operation. 

Mr. Newcoms. Could I point out that Mr. Carr’s idea and those of 
Mr. Edwards and myself are complementary? Mr. Carr pointed out 
a method by which the Home Loan Bank Board could facilitate the 
flow of funds between other sources of funds which come into being 
since the Board was formed. We are not in opposition here, because 
improvement of the basic funds increases mortgage funds for home 
loans. 

Mr. Carr. I should also like to point out that although I did not 
answer a good many of the questions raised in the paper, that there 
is an implication that these additional funds could be raised by the 
sale of Federal home loan bank bonds, as the two of you suggested. 

Mr. Newcoms. Yes, that is right. That is one of the methods. 
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{r. Casu. Mr. Carr, at the beginning of your second proposal you 
say: 

If long-term credit is not provided, a demand for public housing may arise 
by reason of the establishment of new communities. * * * 

What do you mean by “public housing” ? 

Mr. Carr. Suppose a factory were ‘established, or a research labora- 
tory for a chemical company, out in the Jersey meadow s, or the center 
of Iowa, the State I come from. I have seen such developments, and 
what ustally happens is that trailer camps spring up around the area, 
and it is an unsightly mess. These trailer camps and shacks and 
the like grow up “partly because when people are coming into the 
area, they don’t have the resources completely to finance housing. 
Local institutions don’t have the facilities to satisfy that strong surge 
of demand. Thus there may arise a kind of complaint that ~ would 
lead to a demand for public housing, direct loans by the VA or 
something of this sort, direct intervention of the Government in this 
particular situation. 

Mr. Casu. You are using that term, then, in a much more general 
sense than we are in the habit of using it. 

Mr. Carr. Yes. 

Senator Sparkman. What you are ‘pointing out is that if private 
industry does not do the job, most likely there will be Federal inter- 
vention ? 

Mr. Carr. That is right. 

Senator SparkMAN. And that was suggested by Mr. Edwards at 
the very beginning of his paper. 

All of you gentlemen are conscious, of course, of the housing policy 
as stated in the Housing Act of 1949 that directs Congress to do just 
that, to try to get a decent home for every American, family, decent 
surroundings, using private funds insofar as possible but not hesitat- 
ing to use Government facilities in those cases in which private in- 
dustry and private resources leave a gap. In effect what you were 

saying was recognizing that principle stated in the law, is that right? 

‘Mr. Carr. Yes. 

Mr. Casu. If things were to come to pass so that the Federal Home 
Loan Bank System “could provide greater quantities of long-term 
credit, as you all three suggest, would that make any contribution 
toward satisfying the portion of demand that must be met by very 
minimum dow npayment loans and terms of repayment which exceed 
the general pattern in the conventional field? 

Mr. Edwards? 

Mr. Epwarps. Yes, I think so, if accompanied by an adequate 
research program in the Federal Home Loan Bank Board on the 
regional banks. I happen to believe that a low downpayment mort- 
gage is a safer one than a high downpayment mortgage, and I think 
study would show that to be ‘true. I certainly think that a portfolio 
of such mortgages would be safer. 


I also think “that conventional loans basically are safer than the 


Government insured or guaranteed, because they are more flexible and 
can be better adapted to » the debt- -paying ability of the borrower than 
the insured loan. 

I remember the testimony of Professor Morgan the first day when 
he pointed out that many families are willing to spend between 30 





and 
like 
unc 
of t 
rect 
dees 
hig! 
opl 
loa 
or ¢s 
that 
S 
thir 
rest 
ren 
Bef 
ban 
The 
it f 
den 
be t 
it, b 
M 
Cur 
fro 
N 
or i 
dete 
han 
wit] 
a ne 
of v 
safe 
Ss 
men 
gag 
M 
mak 
gest 
equi 
witl 
port 
of ti 
of | 
ably 
pay} 

W 
50 p 
if y 
men 
neig 
cum 
you 





it 


te 
he 








STUDY OF MORTGAGE CREDIT 305 


and 40 percent of their income on housing. They just happen to 
like to live in a nice home. But those loans cannot really be made 
under the insured or guaranteed programs, because we do have rules 
of thumb enforced by a central agency. A conventional lender could 
recognize or should be able to recognize the family that wanted a 
decent home and was willing to pay for it, even though it required a 
higher proportion of their income. Conventional loans ought, in my 
opinion, to have a chance to compete with the insured or guaranteed 
loan. It is just absurd to me to think that we would prohibit a bank 
or savings and loan association from making a loan of its own funds 
that we are perfectly willing to guarantee w vith the taxpayers’ funds. 

Senator, you might be interested in this little bit of history. I 
think probably a fellow Hoosier is responsible for all of this rigid 
restriction in mortgage lending. The first Comptroller of the Cur- 

rency was a man by the name of McCullock, who came from Indiana. 
Before he left Indiana he had been president of one of the few safe 
banks in this country during the so-called period of wildcat banking. 
The Second State Bank of Indiana had a charter which prohibited 
it from making any mortgage loans, and Mr. McCullock was presi- 
dent of that bank. It wasa very safe bank. It just happened not to 
be the kind of bank that the people wanted and they wouldn’t recharter 
it, because they wanted to be able to borrow some money. 

Mr. McCullock came to Washington as the first Comptroller of the 
Currency and for many, many years national banks were prohibited 
from making any mortgage loans at all. 

No one ever really determined whether a mort gage loan was safer 
or more risky than some other form of loan. C ertainly, no one ever 
determined that these rules of thumb were in fact true. Yet, we still 
handicap the conventional lender and do not let him even experiment 
with terms, as I believe we should. I think that we would find that in 
a nation that wants to be well housed—a conventional loan, the terms 
of which met the credit needs of the borrower, would be a very, very 
safe loan indeed. 

Senator SpaRKMAN. Were you elaborating a little on that first state- 
ment you made, that a lower downpayment mortgage is a safer mort- 
gage than a high downpayment? 

Mr. Epwarps. Senator, if in your lifetime you were only going to 
make one mortgage loan and you wanted it to be safe, I would sug- 
gest to you that you make a loan to a borrower who had a very large 
equity. But that isn’t quite the problem we are really concerned 
with. What we are concerned with is the safety of a mortgage loan 
portfolio which contains many, many loans made over a long period 
of time. What I really mean to say and argue for is that a portfolio 
of loans that originally represented a low-downpayment loan prob- 
ably is safer than a portfolio of ones that originally had high down- 
payments. 

Why do we assume that an 80 percent loan is a greater risk than a 
50 percent loan? You certainly have a wider selection of borrowers 
if you are willing to do business with people with a small downpay- 
ment. You permit the borrowers a wider choice of home and of 
neighborhood. For example, let’s consider a man who has $2,000 ac- 
cumulated for a downpayment. If you make him a 50 percent loan, 
you put him in a $4,000 house, which is patently absurd. He will want 
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to get rid of that house as soon as possible. If you make him a two- 
thirds loan, he can only get a $6,000 house. If he is to have the type 
of house that he wants to live in, that he will try to maintain, that 
he will keep up the payments without too much reference to the mar- 
ket value of the house, you have to put him in a $10,000 home or 
better. 

I first began to wonder about this in 1946 when I had two theses 
submitted to me at the same time. One was from a savings and loan 
executive im the State of Lowa and one from a savings and loan execu- 
tive in some other State. In one of these States the legal limit of a 
mortgage loan was 50 percent of value. In the other it was 60 per- 
cent of value. Both of them were studying the mortgage experience 
of institutions in those States in the late 1920's and early 1930's. 

The thing that impressed me was that the man who was studying 
in the State that made 60 percent loans came to the interesting con- 
clusion that if those institutions had not made any loans above 50 
percent of value, there would have been no loss. The other man was 
handicapped. He was studying mortgage experience in a State 
where the law only permitted 50-percent loans, and the losses were 
just as great in that State as the other one. So he had to come up 
with some other reasons. 

The ability to pay a mortgage loan consists of two things, in my 
opinion. ‘It consists of the income and willingness of the borrower, 
which have little to do with the amount of the downpayment by 
which he bought the house. 

The other thing that determines the quality of a mortgage loan 
would be the quality and economic life of the home, so that if it had 
to move into other hands it could still pay the debt. It just isn’t 
true that the type of properties you can get 60 percent Joans on are as 
well designed and well located and well constructed as those on which 
you have to make 90 and 95 percent loans. There is just no correla- 
tion between borrowing equity and quality of house. 

We might consider maturity a minute. It took the bankers a long 
time to realize that a 24-month loan on an automobile and a 12-year 
loan on a boxcar and a 30-year bond on a steam generating plant and 
a 50-year bond on a hydroelec tric plant were all equally safe. Whereas 
if we made a 50-year loan on an automobile or a 30-year loan on a 
boxcar, and so on, none of the loans would be any good. Certainly 
a 60-day loan on a hydroelectric plant is the height of absurdity. 

A well-built, well-located, well-designed home has a useful life, in 
my opinion,.of 50 years or more, not 30 years or less, so the maturity 
can safely be extended. 

Here, again, we are dealing with bits of folklore and Federal regu- 
lation. The Home Loan Bank Board requires that the mortgage be 
paid off in equal payments of principal plus interest. This becomes 
very disturbing if we are talking about a 30- or 40-year loan. In such 


a loan an equal payment of the principal and a declining payment _ 


of interest might be more appropriate. 

There has been little or no imagination and certainly little or no 
research in the field of conventional lending. Perhaps I should have 
said I don’t know which is safer, a 90-percent or 70-percent loan; nor 

does anyone else, in my opinion. 

Senator Sparkman. Mr. Newcomb, do you want to add to that? 


ma 
bet 


~ 


h 


har 


the 
dur 
T 
com 
title 
Pri’ 
196 
V 
the: 
Sin 
cun 
den 
me! 
pap 
rel: 
cap 
the 
I 
cap 
tre! 
sho 
tici 
sou 
or ; 
ing 
and 
all 
tior 
tha 
con 


STUDY OF MORTGAGE CREDIT 307 


Mr. Newcoms. Sometime ago I made a study of all the mortgages 
titled in Cuyahoga County, Ohio, in the 1920’s. I took samples of 
all the transfers made and all purchases and loans. The savings 
and loans in the 1920’s in that county were making 90 and 95 percent 
mortgages. The banks were making smaller mortgages, but strangely 
enough, the best foreclosure rates was savings and loans. They had 
a lower loan cost than the banks. They knew the paper, they were 
local lenders and could make studies more carefully. I went to 
banks and foreclosers to find the cause, and the causes in most cases 
were personal—divorce in the family or some personal problem of 
that sort—so that the large loans made by the safe savings and 
loans turned out better than the smaller loans made by the banks, 
largely, I think, in good parts because of the better character analysis 
made by the savings and loan. So the small equity loans turned out 
better, as Mr. Edwards said, than the larger ones. 

Senator SparkKMAN. That is all interesting information. Glad to 
have it. 

Do you gentlemen have anything else to add ? 

Thank you very much, gentlemen. You have given us an interest- 
ing discussion. 

(The following was received for the record :) 


STATEMENT OF FEDERAL HOME LOAN BANK BOARD 


The Federal Home Loan Bank Board is pleased to submit this statement to 
the Subcommittee on Housing in connection with its Study of Mortgage Credit 
during the decade of the 1960's. 

The Board has read with interest the several papers submitted to the sub- 
committee in connection with its study and published as a committee print en- 
titled “Study of Mortgage Credit—Does the Decade 1961-70 Pose Problems in 
Private Housing and Mortgage Markets Which Require Federal Legislation by 
1960?” (85th Cong.). ; 

We have a deep and continuing interest in most of the subjects covered since 
they deal, directly or indirectly, with the demand for and the supply of housing. 
Since the principal function of savings and loan associations is to invest ac- 
cumulated savings in residential home mortgages, matters affecting housing 
demand and supply are of special importance to the Board and its instru- 
mentalities as well as to member associations. Rather than comment on specific 
papers, it will be the purpose of this statement (1) to review briefly factors 
relating to investments in residential mortgages and principal sources of savings 
capital and (2) to project estimates of the construction of housing units during 
the next decade. 

Data already available to your subcommittee point out the fact that mortgage 
capital has become increasingly the product of institutional investment. The 
trends in the holding of residential nonfarm one to four family mortgage debt 
shown in following table graphically illustrate the increasing institutional par- 
ticipation and the diminishing importance of individual investment as a direct 
source of mortgage capital. It is to be expected that these trends will continue, 
or at least not diminish, since the complexity of homebuilding and home financ- 
ing requires dependable sources of mortgage credit, expertness in construction 
and financing procedures, quality servicing arrangements, expert knowledge of 
all facets of local economic and housing conditions as well as the legal condi- 
tions and procedures affecting mortgage securities. It should be remembered 
that the table does not include investment in multiple unit housing projects 
containing more than four units. 
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Estimated mortgage loans outstanding on 1-4-family nonfarm homes, 
December 1925—December 1958 


[Millions of dollars] 
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1 Covers all operating savings, building and loan associations, homestead associations, and cooperative 
banks. Based on reports of FHLB members and of State supervisory authorities. Source: Federal Home 
Loan Bank Board (FHLBB). 

2 Covers all legal reserve life insurance companies. Based on mortgage investment data reported by life 
insurance companies to the FHLBB and the Institute of Life Insurance. Source: FHLBB. 

3 Based on summary call report data for all mutual savings banks reported by FDIC and Comptroller 
of Currency, residential financing survey of the Bureau of the Census, FHA and VA records, and supple- 
mentary information. Source: FHLBB. 

* Based on summary call report data for State and national banks. Source: Board of Governors, Fed- 
eral Reserve System. 

5 Data from financial statements of the Home Owners’ Loan Corporation. Source: FHLBB. 

6 Data frem financial statements and other recerds of the Federal National Mortgage Association. Source: 
Office of the Administrator, HHFA. 

7 This series includes mortgages held by trust departments of commercial banks, Segre funds, philan- 
thropic and educational institutions, fraternal and beneficial organizations, casualty and fire insurance 
companies, real estate and mortgage companies, other organizations and individuals. also includes mort- 
gages held by FHA and VA. Based on residential financing survey of the Bureau of the Census, trends in 
a mortgage recordings volume, FHA and VA records, and supplementary information. Source: 
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Since savings capital is the basic ingredient necessary to support investment 
in residential mortgages, the disposition by individuals of their savings, together 
with the amount saved, determines the maximum amount available for total 
investments including mortgages. While corporate savings do flow directly or 


indirectly into mortgages, the amount is of minor consequence and will never be ° 


a major factor since corporations have been historically borrowers of savings 
capital. 

The following table sets forth the disposition of “liquid savings” by individuals. 
and includes savings held by the principal institutional investors fn residental 
mortgages. These data include savings invested in insured pension funds (pen- 
sion funds invested in life insurance companies) but do not include savings in- 
vested in uninsured pension funds. Since life insurance companies invest sub- 
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stantial portions of their assets in mortgages, insured pension funds do not con- 
stitute an untapped source of mortgage capital. Uninsured pension funds, on 
the other hand, currently have less than 2 percent of their assets invested in 
mortgages and could constitute an additional source of mortgage capital in the 
future depending upon the investment policies of the managers of such funds. 

The table does not include savings invested in mutual investment funds. It 
would appear that mutual investment funds would not be a source of mortgage 
capital as it is likely that future investment of these funds will continue to fol- 
low the current pattern of channeling investments principally into corporate 
equities. 


Investments of individuals in savings accounts, U.S. savings bonds and life 
insurance reserves, annually 


{In millions of dollars] 






































Savings accounts | Reserves 
ia Savings | of life Net 
| bonds, insur- increase 
Dec. 31 | Savings | Mutual Com- U.S. | ance Total during 
and loan | savings | mercial Postal Credit | Govern- | compa- year 
associa- | banks? | banks? | savings‘| unions’; ment é nies 7 
tions ! 
as J | 
1, 741 4, S06 10, 546 166 7 761 | 5, 488 I Ee = 
TR scenes 1, 965 5,541 | 11,079 148 9 652 5,893 | 25, 287 1, 772 
ees 2, 210 5, 985 12, 289 135 10 730 6, 360 27,719 2, 432 
aie 2, 626 6, 484 13, 656 135 13 373 6, 981 30, 268 2, 549 
as....-.. 3, 153 6, 912 15, 044 137 16 411 7, 706 33, 379 3, 111 
1925...... 3, 211 7, 349 16, 314 138 19 376 8, 592 36, 599 3, 220 
1926______- 4, 378 7, 799 17, 237 143 23 356 9, 594 39, 530 2, 931 
1927..... on 5, 027 8, 352 18, 674 153 28 245 10, 648 43, 127 3, 597 
ns baie 5, 762 &, 731 19, 295 158 36 95 11,782 | 45,859 2, 732 
ee 6, 237 8, 797 19, 165 169 eee einen 12, 801 47, 206 1, 347 
re 6, 296 9, 384 18, 647 250 Oe Beata sei 13, 690 48, 304 1, 098 
ee 5, 916 9, 939 15, 955 613 MN iatinng tants ci 14, 293 | 46, 752 —1, 552 
ee 5, 326 9, 890 12, 101 915 inelastic 14, 319 42, 583 —4, 169 
TI in et 4, 750 9, 506 10, 979 1, 229 SEE a csehean | 14, 613 41,113 —1, 470 
ee 4, 458 9, 670 11, 992 1, 232 We Beccalds .cki 15, 687 43, 081 1, 968 
acne 4, 254 9, 829 12, 899 1, 229 47 153 17, 203 45, 614 2, 533 
«ee 4, 194 10, 013 13, 709 1, 291 8S 475 | 18, 736 48, 506 2, 892 
RS 4, O80 10, 126 14, 410 1, 303 121 964 20, 181 | 51, 185 2, 679 
eee. oka 4, 077 10, 235 14, 427 1, 286 142 1, 442 21, 512 53, 121 1, 936 
BI cicescc 4,118 10, 481 14, 865 1,315 181 1, 900 23, 024 55, 884 2, 763 
ee 4, 322 10, 618 15, 403 1, 342 235 2, 800 24, 663 59, 383 3, 499 
oe 4, 682 10, 490 15, 523 1, 392 303 5, 400 26, 592 64, 382 4, 999 
Ps aan 4, 941 10, 621 16, 056 1, 459 322 13, 400 28, 734 75, 533 11, 151 
cnmseon 5, 494 11, 707 19, 001 1, 837 336 24, 700 31, 365 94, 440 18, 907 
ncaa 6, 305 13, 332 23, 871 2, 406 373 36, 200 34, 212 116, 699 22, 259 
1945__ : 7, 365 15, 332 29, 929 3, 013 400 42, 900 37, 509 136, 448 19, 749 
Site civ 8, 548 16, 813 33, 447 3, 379 453 44, 200 40, 713 147, 553 11, 105 
ee 9, 753 1i, 744 34, 694 3, 523 539 46, 200 43, 820 156, 273 8, 720 
1948__.___ 10, 64 18, 385 34, 970 3, 442 634 47, 800 47, 139 163, 334 7, 061 
cs 12, 471 19, 269 35, 145 3, 302 745 49, 300 50, 231 170, 463 7, 129 
1950 a 13, 992 20, 002 35, 200 3, 035 961 49, 600 53,630 | 176, 360 5, 897 
1951 ; 16, 107 20, 880 36, 592 | 2, 808 1, 082 | 49, 100 57,134 | 183, 703 7, 343 
ait 19, 195 22, 578 39, 331 2, 650 1, 356 | 49, 200 | 61,142 | 195, 452 | 11, 749 
a 22, 846 24, 345 42, 001 2, 466 1, 691 49, 400 65, 147 207, 896 12, 444 
ae 27, 334 26, 285 44, 746 2, 240 2, 022 50, 000 69, 295 221, 922 14, 026 
a eccns 32, 192 28, 113 46, 331 1, 990 2, 447 50, 200 73, 733 235, 006 13, 084 
z= 37, 148 29, 985 48, 525 1, 720 2, 914 50, 100 78, 074 248, 466 13, 460 
Beit ad 41,912 31, 652 53, 751 1, 401 3, 382 48, 200 82,191 | 262, 489 14, 023 
1958 §_____ 47, 926 33, 980 59. 600 1, 212 3, 900 47, 800 86,400 | 280, 818 | 18, 329 





1 Investments in savings and loan associations including savings accounts, deposits, and investment 
certificates. Does not include shares pledged against mortgage loans or investments by U.S. Government. 
Source: Federal Home Loan Bank Board. 

* Time deposits. Source: Comptroller of the Currency, 1920-27; National Association of Mutual Savings 
Banks, 1928-47; and Federal Deposit Insurance Corporation (time deposits of individuals, partnerships, 
and corporations), 1948 to date. 

§Time deposits of individuals, partnerships, and corporations. Source: Comptroller of the Currency, 
1920-47; and Federal Deposit Insurance Corporation, 1948 to date. 

‘Due depositors: Outstanding principal and accrued interest on certificates of deposits, outstanding 
Savings stamps, and unclaimed deposits. Source: Post Office Department. 

’ Share capital and members’ deposits. Source: Bureau of Federal Credit Unions, U.S. Department 
of Health, Education, and Welfare. 

* Current redemption value of savings held by individuals at yearend: War savings securities, 1920-28; 
and U.S. savings bonds, 1935 to date. Does not include holdings of corporations, unincorporated businesses, 
pension funds, ete. Source: U.S. Treasury Department. 

7 Accumulations in U.S. legal reserve life insurance companies include reserves plus dividends left to 
accumulate, minus premium notes and policy loans. Source: Institute of Life Insurance. 

* Preliminary estimates, FHLBB. 
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Important to any study of the prospective availability of residential mortgage 
credit, as shown by the preceding table, is the composition and participation in 
this area by the suppliers of mortgage capital. Historically, as well as currently, 
savings and loan associations have been specialists in home financing and con- 
sistently invest a higher proportion of assets in residential mortgages than any 
other supplier of home financing funds. This is, of course, in keeping with 
their chartered objectives as savings and home financing institutions. Appended 
to this statement is a series of charts and tables depicting various factors of 
savings and loan operations including asset composition, construction financing, 
other residential financing, and savings accumulations which provide a basis 
for projecting estimates of residential mortgage credit available from savings and 
loan associations in the succeeding decade. These projections are only estimates, 
and are based upon the following assumptions: (1) there will be no major legis- 
lative structural changes affecting the operations of Savings and loan associa- 
tions, (2) an economic growth generating a fairly constant percentage of per- 
sonal savings to total disposable personal income, (8) no international complica- 
tions which would disrupt normal savings flows, and (4) a basically strong de- 
mand for home mortgage funds. 

It is realized that many variables could affect these projections outside of the 
assumptions enumerated, but it is believed that the projections contain reason- 
able ranges of validity in view of the experience of this decade. Translating 
the projected dollar volume of mortgage capital into types of housing financed 
requires first a breakdown into new construction and existing homes, and 
secondly assumed ranges of housing costs. Price levels and mortgage terms di- 
rectly affect the volume of housing which can be secured from given dollar 
totals. The composition of the housing constructed also affects the units of 
housing produced. Thus the average square footage of new homes increases 
housing costs per unit in the absence of compensating cost reduction offsets. 
Likewise the number of apartment units constructed can affect the total units 
produced since they can be constructed at a lower dollar cost. In addition, 
the relative proportions of low, moderate and high priced houses built in any 
one year have a direct bearing on the total housing units produced. 

Savings and loan associations finance principally single family homes. The 
average construction loan made by savings and loan associations in 1958 was 
$12,450. Since this average is the weighted result of operations including all 
the variables up to the present time it is a reasonably fair mechanism to use 
for translating dollar volumes into housing units. The following table uses 
this cost per unit basis.for the coming decade. 

As the basis for estimating housing activity in the decade of the 1960's the 
table sets forth first the actual experience to date of the current decade com- 
bined with estimates for the balance of 1959 and 1960. The column headings are 
self-explanatory. It should be pointed out that during the current decade the 
dollar amount of new construction mortgages made by savings and loan asso- 
ciations is equal to approximately 80 percent of the increase in their mortgage 
investments. This relationship has held fairly constant in each year of the 
current decade, and is assumed to continue in the projected estimates. Stated 
another way, almost $4 out of every $5 of annual net increase in savings is 
invested annually in new construction. 

The number of construction loans made by savings and loan associations during 
the present decade (estimated for balance of decade) are actual loans made. 
This figure is then expressed as a percentage of total private housing starts. 
During the second half of the current decade this percentage has averaged 31 
percent. While the average for the full decade was only 29 percent, it is expected 
that at least the current relationship would prevail, and consequently the esti- 
mate of savings and loan participation in the 1960’s was set at 31 percent. 

In order to give some range to projected net savings inflow in savings and 
loan associations, three categories classified as low, medium and high were 


selected. The first category of $70 billion would average slightly in excess of . 
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would be approximately 7 percent greater than the first and the third category 
about 11 percent greater. While it is realized that savings flows vary with 
economic conditions, there is no attempt here to predict the state of the economy 
during the next decade. Rather these estimates of savings growth are predicated 
upon the assumption that the economy will be strong and growing. 


All savings and loan associations, estimates of potential growth 








Amounts in billions (constant dollars 1958-70) Num- | 
nd i : = lee a te ber Percent 
con- Savings Private 
In- New mortgages | struc- | and loan | housing 
Net Mort- | Total | crease a tion j|construc- starts 
sav- gage main /in mort- loans tion to (mil- 
ings | repay- | sources) gages Con- (mil- housing lion) 
inflow | ments held Total | struc- | lions starts 
tion 
1951-55_._- 18.2 22.3 40.5 17.8 40. 1 13. 4 1.5 27 5.7 
1956-60 (estimated). —- 29.0 35. 2 64. 2 28. 0 62.8 22.6 1.9 31 6.0 
Total 1951-60 (es- 
timated). . 47.2 57.5 104.7 45.6 102.9 36. 0 3.4 29 11.7 
| | Potential ca- Assumed Sup- 
pacity ! share 2 | portable 
volume 2 
1961-70 (estimated) | 
available savings as- 
sumed: | 
A. Light... 70.0 | 93.0) 163.0 66.0 159. 0 53.0 4.3 31 14 
b. Medium._- 75.0 | 101.0} 176.0 71.0 172.0} 57.0 4.6 31 15 
C. Heavy ; 80.0 | 108.0 | 188.0 76.0 | 184.0 61.0 4.9 31 16 


i 


1 Allowance made for maintaining present liquid asset position; no allowance for change in borrowing 
position, or average size of loan made. 
2 Assumes maintenance of 1956-58 average ratio of construction loans to housing starts, 


The last column of the preceding table contains the estimated housing units 
capable of construction based upon the assumptions and relationships pre- 
viously mentioned. Category A designated low amounts to 14 million new private 
housing units or 20 percent greater than the total units constructed during the 
1950's, the second category 15 million or 28 percent greater, and the third cate- 
gory 16 million or an increase of approximately 37 percent over the current 
decade. 
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ALL SAVINGS AND LOAN ASSOCIATIONS 


Major classes of assets 


ane Ty 


{Millions of dollars] 








| Mortgage | Real estate | U.S. Gov- 
Dec. 31 loans | owned Cash | ernment Other Total assets 
| | obligations 
| j | 
1936 3, 810 1, 160 218 | 99 | 485 | 5, 772 
1937 3, 886 1, 026 206 | 81 | 483 5, 682 
1938 3, 967 901 | 223 | 75 | 466 5, 632 
1939 4, 126 689 274 73 435 5, 597 
1940 4,415 | 499 | 307 71 | 441 | 5, 733 
1941 4, 823 332 344 107 443 6, 049 
1942 | 4.810 | 206 410 | 318 406 | 6, 150 
1943 | 4, 793 117 | 465 853 376 6, 604 
1944 4, 983 60 | 413 1, 671 331 7, 458 
1945 5, 521 33 450 | 2, 420 | 323 8, 747 
1946 7, 276 | 26 | 536 2, 009 355 10, 202 
1947 8, 971 13 | 560 1, 740 403 11, 687 
1948 10, 409 12 663 1, 455 489 13, 028 
1949 11, 714 | 15 880 1, 462 | 551 14, 622 
1950 13, 749 | 21 924 1, 487 | 712 16, 893 
1951 15, 654 13 1, 066 1, 603 886 19, 222 
1952 18, 476 21 | 1, 289 | 1, 787 | 1, 087 22, 660 
1953 22, 037 20 1, 479 | 1, 920 1,277 26, 733 
1954 26, 180 24 | 1,971 | 2,013 1, 445 31, 633 
1955 31, 466 | 33 2, 063 2, 338 1, 756 37, 656 
1956 35, 775 | 42 | 2,119 | 2, 782 | 2, 157 42, 875 
1957 ae 40, 049 | 51 | 2, 146 3, 173 | 2, 719 48, 138 


41549 0O—59——_21 
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Mortgage loans made 


{Amounts in millions of dollars] 





Purpose of loan Percent of 

aaa = home con- 

Year Total loans struction 

Home con- | Home pur- Other loans to 

struction | chase total 

WM. 2 180 | 1, 358 | 375 | 1,913 | 9.4 
a ec ccaslens ae 615 | 2, 357 612 3, 584 17.2 
1947_.- canna aan ann J 894 | 2, 128 | 789 | 3, 811 | 23. 5 
1948. . b cma atusdadeaicames 1, 046 1,710 851 3, 607 29.0 
BG snardnceeeuee ete anpiceniie 1, 083 | 1, 559 | 994 | 3, 636 29.8 
1950... a eee sidvetga 1, 767 2, 246 1, 224 5, 237 33.7 
MOB). .n asincsinwnennennnncnsasnee| 1, 657 2, 357 | 1, 236 5, 250 | 31.6 
Re ee ee ee | 2, 105 | 2, 955 | 1, 557 6, 617 | 31.8 
ae siaeetaabenancel 2, 475 | 3, 488 1, 804 7, 767 31.9 
1954 aca ke sae salted 3, 076 | 3, 846 | 2, 047 8, 969 34.3 
1955... 4,041 | 5, 241 | 2, 150 11, 432 35. 3 
1956... sis ac 3, 772 | 4, 727 2, 046 10, 545 35. 8 
BED & cade icles Becplatinss iniciotaccincicrelbua meas 3, 562 | 4, 708 2, 132 10, 402 34.2 
RE «nl eins abies ili naiahipedincelat te shinai 4, 097 | 5, 251 2, 998 12, 346 33. 2 
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[Amounts 





MORTGAGE CREDIT 


made by purpose of loan 


in millions of dollars] 


317 











1954 _ - 


1955_ - - 


1956 - 


1957 __- 
1958_- 


1956- 


1957 


1958 

















| 

| Purpose of loan pent of 

| - | ome con- 

Year and month Total loans struction 
| Homecon- | Home pur- Other loans to total 

| Struction | chase | 
| 

see $3, 076 $3, 846 $2, 047 $8, 969 34.3 
cairn -| 4,041 | 5, 241 2, 150 11, 432 35. 3 
ateunaices | ry | 4, 727 | 2, 046 10, 545 35. 8 
3, 562 4, 708 2, 132 10, 402 34. 2 
ae ene 4, 097 5, 251 2, 998 12, 346 33, 2 
July- 341 439 | 169 949 35.9 
August eabionpadeeel 358 483 196 1, 037 34.5 
es a | 292 397 161 850 34. 4 
CONNIE. 36 -oee~nas 324 422 176 | 922 35. 1 
ee ee | 277 | 360 147 784 | 35. 3 
LO ee 250 | 320 | 140 | 710 35. 2 
2 a ee 245 | 326 143 | 714 34.3 
February eh cteankecmakt 243 | 317 | 149 7 34.3 
1 ie A 298 | 366 178 | 842 | 35. 4 
April a4 f 317 | 391 191 | 899 | 35. 3 
PE peisuwcupcaninchuabouar | 360 | 412 196 | 968 | 37.2 
eee sactinendiles 319 416 | 190 925 | 34.5 
July. 317 462 190 | 969 | 32.7 
August -| 331 47 200 | 1,001 | 33. 1 
Sane. 6 | 292 423 | 176 | 891 | 32.8 
October - - - - --- Cae -| 341 443 | 196 980 34.8 
November-.._-___- 250 358 160 768 32.6 
December - 248 | 324 162 | 734 | 33.8 
eS ebindcneveb ins 244 | 308 | 171 723 33.7 
February Sid atte irae 233 | 289 | 182 704 33. 1 
NI sins dice sep seas an 281 | 318 220 819 | 34.3 
April 316 | 354 | 250 | 920 34.3 

May 3A7 | 406 266 1,019 ; 
June_- 379 | 461 267 1, 107 | 34.2 
July- 74 611 | 205 | 1, 180 | 31.7 
August 373 | 538 269 1, 180 31.6 
September 401 537 77 1,215 | 33.0 
October s 428 | 570 | 292 1, 290 | 33. 2 
November... 345 | 469 239 | 1,053 | 32.8 
December - 376 488 272 1, 136 | 33. 1 





Note.—Components may not add to totals because of rounding. 
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Number of construction loans made by savings and loan associations as compared 
to nonfarm private housing starts 


Year and 
quarter 


1945 
1946 
1947 
1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1952 


1953 


Preliminary 





Savings Nonfarm Savings Nonfarm 
and loan dwelling Percent of and loan dwelling Percent of 
associa- units loans to Year and associa- units loans to 
tions con- Started starts quarter | tions con- started | starts 
struction (private) | struction (private) | 
loans loans 
= — = i — — — —_ oa 
38, 750 | 208, 100 | 18.6 | 1954—Ist 61, 662 | 232, 200 | 26. 6 
112, 105 | 662, 500 16.9 | 2d 86, 892 326, 500 26. 6 
150, 212 845, 600 | 17.8 | 3d | 91, 587 339, 300 27.0 
163, 802 913, 500 17 9 | 4th. ___| 89, 984 | 303, 700 | 29.6 
72, 413 | 988, 800 17.4 || 1955—1st | 92, 327 | 288, 000 32. 1 
256,140 | 1,352, 200 | 18.9 | 2d 118, 167 397, 000 | 30.0 
220,557 | 1,020, 100 | 21.6 || 3d_. 108, 014 | 357, 800 | 30.2 
268,209 | 1; 068, 500 25.1 || 4th....| 81,009 | 266, 700 30. 4 
295, 230 1, 068, 300 | 27.6 || 1956—Ist 82,314 | 244, 600 33.7 
330, 125 1, 201, 700 | 27.5 | 2d 100, 199 | 325, 300 30.8 
399,517 | 1, 309, 500 | 30.5 | 3d 92,413 | 292,900 31.6 
352,753 | 1,093, 900 | 32.2 4th. ._.| 77, 827 231, 100 33.7 
315, 343 992, 800 | 31.8 || 1957—Ist 69, 866 202, 500 34.5 
328, 900 | ' 1, 130, 600 | 129.1 2d | 87, 457 | 282, 800 30.9 
54, 379 | 226, 800 | 24.0 3d 83, 189 280, 900 29.6 
72, 691 | 294, 900 | 24.3 4th | 74, 831 226, 600 33.0 
74, 071 | 297, 700 | 24.9 || 1958—Ist 63, 291 201, 200 31.5 
67, 068 249, 100 | 26.9 2d } 82,814 296, 800 27.9 
64, 416 238, 100 27.1 3d 92, 060 334, 100 27.6 
85, 454 | 315, 000 27.1 4th 90, 735 298, 500 1 30.4 
78, 489 | 280, 700 28.0 
66, 871 234, 500 28. 5 
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Nonfarm mortgages of $20,000 or less recorded by savings and loan associations 
compared to total 


[Millions of dollars] 








| | l 
| Percent of || | | Percent of 
| Savings | savingsand|} Yearand | | Savings | savings and 
Year and Total | and loan loan asso- || quarter | Total | and loan | loan asso- 
quarter | | associations! ciations to | | associations) ciations to 
| total || | total 
2 7 ae J _| eae ec Tas 
| | | | | | = 
1949... | $11, 828 | $3, 646 | 30.8 || 1956—Ist $6, 380 $2, 180 34.2 
1950___- 16, 179 | 5, 060 | 31.3 || wv 7,121 2, 577 36. 2 
1061... 16, 405 5, 295 | 32.3 || 3d. - - 7,103 2, 551 35.9 
1952. ... 18,018 | 6, 452 35. 8 || 4th. _..] 6, 484 2, 224 | 34. 3 
1953... - 19, 747 7, 365 37.3 || 1957—Ist__...} 5, 628 2, 046 | 36. 4 
1954__-- 22, 974 8, 312 36. 2 es 6, 217 | 2, 433 | 39.1 
1955_..- . 28, 484 | 10, 452 36.7 | BAe. 54 6, 445 2, 531 39.3 
1956. __. 27, 088 9, 532 | 35. 2 || 4th....| 5, 954 | 2,207 | 37. 1 
1957_... 24, 244 | 9, 217 | 38.0 || 1958—Ist | 5, 349 | 1,970 | 36. 8 
1958__.. 27, 388 10, 516 | 38. 4 2d -| 6, 448 | 2, 541 | 39. 4 
1954—Ist 4, 581 | 1, 651 | 36. 0 3d at 7, 673 3, 004 39. 1 
Ba cha 5, 588 | 2,085 | 37.3 4th___.| 7, 918 3,001 | 37.9 
3d 6, 235 2, 270 | 36.4 
a 6, 570 | 2, 306 | 35. 1 
1955—Ist.-_- 6, 437 2, 318 | 36.0 
= 7, 475 | 2, 875 | 38.5 | 
3d - -. 7, 681 2, 959 38.5 
Gn; 2 6, 891 2 + | 


, 300 | 33. 
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Investments of individuals in savings accounts, life insurance reserves, and U.S. 
savings bonds, and average investment per household * 


Number of Average 

Year households | Investments | amount in- 

(In thou- millions of vested per 

sands) ! dollars household 
(actual dollars) 
1947 wanewes wists lhe hah Re Bee dteediews detect SE ea ok 40, 057 $156, 273 $3, 901 
1948 « a Setar : 41, 632 163, 334 3, 923 
1949 ‘ ; 7 sional wiinints Bis 43, 180 170, 463 3, 948 
19% ‘ aia ‘ ste preine int crip tesmietanai 44,317 176, 360 3, 980 
1951 : : : capeie Saear ‘ 45, 221 183. 703 4, 062 
1952 j ; ; aoa tai sn 46, 057 195, 452 4, 244 
1953 : : . ascetics ae 46, 707 207, 896 4,451 
1954 oe ‘ 47, 480 221, 840 4, 672 
1955 : bai ceunten ie docs asad ‘ 48, 513 234, 956 4, 843 
1956 . jens wiih ‘ ci 49, 310 248, 466 5, 039 
1957 ” ae es wens a 50, 187 262, 489 5, 230 
1958 (preliminary soaeue : ° a 51, 000 280, 818 5, 506 





Estimates based on total number of households in United States—U.S. Bureau of Census 


| 


(Regulation A, ordered inserted in the record, follows. Reference 
will be found on p. 299.) 
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‘Inf announcing the following revision of Regulation 
A, the Board of Governors stated: 


“While this revision of Regulation A makes 
certain changes in the language of the Regu- 
lation itself, the most important change is the 
revision of the foreword (General Principles) 
to Regulation A. The revised foreword is 
designed merely to restate and clarify certain 
guiding principles which are observed by the 
Federal Reserve Banks in making advances 
and discounts in accordance with the appli- 
cable provisions of the Federal Reserve Act 
and of Regulation A. The revision is not 
intended to further restrict or restrain access 
hy member hanks to the credit facilities of 
the Federal Reserve Banks.” 


INQUIRIES REGARDING THIS REGULATION 


Any inquiry relating to this regulation should 
be addressed to the Federal Reserve Bank of 
the district in which the inquiry arises. 
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FOREWORD TO REGULATION A 
GENERAL PRINCIPLES 


A principal function of the Federal Reserve Banks under the law 
is to provide credit assistance to member banks, through advances 
and discounts, in order to accommodate commerce, industry, and agri- 
culture. This function is administered in the light of the basic objec- 
tive which underlies all Federal Reserve credit policy, i.e., the advance- 
ment of the public interest by contributing to the greatest extent 
possible to economic stability and growth. 

The Federal Reserve System promotes this objective largely by 
influencing the availability and cost of credit through action affect- 
ing the volume and cost of reserves available to the member banks. 
Through open market operations and through changes in reserve 
requirements of member banks, the Federal Reserve may release or 
absorb reserve funds in accordance with the credit and monetary needs 
of the economy as a whole. An individual member bank may also 
obtain reserves by borrowing from its Federal Reserve Bank at a 
discount rate which is raised or lowered from time to time to adjust 
to the credit and economic situation. The effects of borrowing from 
the Federal Reserve Banks by individual member banks are not 
localized, as such borrowing adds to the supply of reserves of the 
banking system as a whole. Therefore, use of the borrowing facility 
by member banks has an important bearing on the effectiveness of 
System credit policy. 

Access to the Federal Reserve discount facilities is granted as a 
privilege of membership in the Federal Reserve System in the light 
of the following general guiding principles.* 

Federal Reserve credit is generally extended on a short-term basis 
to a member bank in order to enable it to adjust its asset position when 
necessary because of developments such as a sudden withdrawal of 
deposits. or seasonal requirements for credit beyond those which can 
reasonably be met by use of the bank’s own resources. Federal 
Reserve credit is also available for longer periods when necessary 
in order to assist member banks in meeting unusual situations, such 
as may result from national, regional, or local difficulties or from 
exceptional circumstances involving only particular member banks. 
Under ordinary conditions, the continuous use of Federal Reserve 
credit by a member bank over a considerable period of time is not 
regarded as appropriate. 





*These principles arise out of statutory and regulatory requirements. See 
especially paragraph 8 of section 4 of the Federal Reserve Act set forth at p. 10 
of the Appendix to this Regulation. 
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In considering a request for credit accommodation, each Federal 
Reserve Bank gives due regard to the purpose of the credit and to 
its probable effects upon the maintenance of sound credit conditions, 
both as to the individual institution and the economy generally. It 
keeps informed of and takes into account the general character and 
amount of the loans and investments of the member bank. It con- 
siders whether the bank is borrowing principally for the purpose of 
obtaining @ tax advantage or profiting from rate differentials and 
whether the bank is extending an undue amount of credit for the 
speculative carrying of or trading in securities, real estate, or com- 
modities, or otherwise. 

Applications for Federal Reserve credit accommodation are con- 
sidered by a Federal Reserve Bank in the light of its best judgment 
in conformity with the foregoing principles and with the provisions 
of the Federal Reserve Act and Regulation <A. 


- 
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REGULATION A 


Revised Effective February 15. 1955 


ADVANCES AND DISCOUNTS BY 
FEDERAL RESERVE BANKS 


SECTION 1. INTRODUCTION 


This Regulation is based upon and issued pursuant to various pro- 
visions of the Federal Reserve Act, the most important of which, to- 
gether with related provisions of law, are published in the Appendix 
hereto. The Regulation is applicable to the following forms of borrow- 
ing from a Federal Reserve Bank: (1) advances to member banks on 
their own notes secured (a) by direct obligations of the United States, 
by paper eligible for discount or purchase by Federal Reserve Banks, 
or by obligations of certain corporations owned by the United States, 
or (b) by other security which is satisfactory to the Federal Reserve 
Bank; (2) discounts for member banks of commercial, agricultural 
and industrial paper and bankers’ acceptances; and (3) discounts for 
Federal Intermediate Credit banks. 


SECTION 2. ADVANCES TO MEMBER BANKS 


(a) Advances on Government obligations.—Any Federal Reserve 
Bank may make advances, under authority of section 13 of the 
Federal Reserve Act, to any of its member banks for periods not 
exceeding fifteen days' on the promissory note of such member bank 
secured (1) by the deposit or pledge of bonds, notes, certificates of 
indebtedness, or Treasury bills of the United States, or (2) by the 
deposit or pledge of debentures or other such obligations of Federal 
Intermediate Credit banks having maturities of not exceeding six 
months from the date of the advance.* 

(b) Advances on eligible paper.—(1) Any Federal Reserve Bank 
may make advances, under authority of section 13 of the Federal 





* Under the last paragraph of section 13 of the Federal Reserve Act, a Federal 
Reserve Bank has authority to make advances for periods not exceeding ninety 
days to individuals. partnership, and corporations (including member and non- 
member banks) on their promissory notes secured by direct obligations of the 
United States. However. advances to member banks on the security of direct 
obligations of the United States are normally for short periods of not exceeding 
fifteen days; and it is not the practice to make advances to others than member 
banks except in unusual or exigent circumstances. 

*Such advances may also be made on notes secured by the deposit or pledge 
of Federal Farm Mortgage Corporation bonds issued under the Federal Farm 
Mortgage Corporation Act. 


41549 O—59——-22 
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Reserve Act, to any of its member banks for periods not exceeding 
ninety days * on the promissory note of such member bank secured 
by such notes, drafts, bills of exchange, or bankers’ acceptances as 
are eligible for discount by Federal Reserve Banks under the provi- 
sions of this Regulation or for purchase by such banks under the pro- 
visions of the Federal Reserve Act. 

(2) In the event notes which evidence loans made pursuant to 
a commodity loan program of the Commodity Credit Corporation 
and which comply with the maturity requirements of subsection (a) 
of section 3 of this Regulation have been deposited in a pool of 
notes operated by the Commodity Credit Corporation, the certificate 
of interest issued by the Commodity Credit Corporation which evi- 
dences the deposit of such notes may be accepted as security for 
an advance made to a member bank under this subsection. 

(c) Advances on other security under section 10(b) of the 
Federal Reserve Act.—Any Federal Reserve Bank may make ad- 
vances, under authority of section 10(b) of the Federal Reserve Act, 
to any of its member banks upon the latter’s promissory note secured 
to the satisfaction of such Federal Reserve Bank regardless of whether 
the collateral offered as security conforms to eligibility requirements 
under other provisions of this Regulation. The rate on advances made 
under the provisions of this subsection shall in no event be less than 
one-half of 1 per cent per annum higher than the highest rate appli- 
cable to discounts for member banks under the provisions of sections 
13 and 13a of the Federal Reserve Act in effect at such Federal Reserve 
Bank. Such an advance must be evidenced by the promissory note 
of such member bank payable either (1) on a definite date not more 
than four months after the date of such advance, or (2) at the option 
of the holder on or before a definite date not more than four months 
after the date of such advance. 


SECTION 3. DISCOUNT OF NOTES, DRAFTS AND BILLS FOR MEMBER BANKS * 


(a) Commercial, agricultural and industrial paper.—Any Fed- 
eral Reserve Bank may discount for any of its member banks, under 
authority of sections 13 and 13a of the Federal Reserve Act, any note, 
draft, or bill of exchange which meets the following requirements: 





* However, borrowings by member banks are generally for short periods. 

‘Even though paper is not eligible for discount by a Federal Reserve Bank for 
a member bank under the provisions of this Regulation, it may be used as security 
for an advance by a Federal Reserve Bank to a member bank under the terms 
and conditions of subsection (c) of section 2 of this Regulation if it constitutes 
security satisfactory to the Federal Reserve Bank. 
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(1) It must be a negotiable note, draft, or bill of exchange, 
bearing the endorsement of a member bank, which has been issued 
or drawn, or the proceeds of which have been used or are to be 
used, in producing, purchasing, carrying or marketing goods * 
in one or more of the steps of the process of production, manu- 
facture, or distribution, or in meeting current operating expenses 
of a commercial, agricultural or industrial business, or for the 
purpose of carrying or trading in direct obligations of the United 
States (ie., bonds, notes, Treasury bills or certificates of im- 
debtedness of the United States) ; 

(2) It must not be a note, draft, or bill of exchange the pro- 
ceeds of which have been used or are to be used for permanent 
or fixed investments of any kind, such as land, buildings or 
machinery, or for any other fixed capital purpose; 

(3) It must not be a note, draft, or bill of exchange the pro- 
ceeds of which have been used or are to be used for transactions of 
a purely speculative character or issued or drawn for the purpose 
of carrying or trading in stocks, bonds or other investment securi- 
ties except direct obligations of the United States (i.e., bonds, 
notes, Treasury bills or certificates of indebtedness of the United 
States); and 

(4) It must have a maturity at the time of discount of not 
exceeding ninety days, exclusive of days of grace, except that 
agricultural paper as defined below in this section of this Regu- 
lation may have a maturity of not exceeding nine months, ex- 
clusive of days of grace; but this requirement is not applicable 
with respect to bills of exchange payable at sight or on demand 
of the kind described in subsection (b) of this section. 


(6) Bills of exchange payable at sight or on demand.—Any 
Federal Reserve Bank may discount for any of its member banks, un- 
der authority of section 13 of the Federal Reserve Act, negotiable bills 
of exchange payable at sight or on demand which (1) bear the en- 
dorsement of a member bank, (2) grow out of the domestic shipment 
or the exportation of nonperishable, readily marketable staples,* and 
(3) are secured by bills of lading or other shipping documents con- 
veying or securing title to such staples. All such bills of exchange 
shall be forwarded promptly for collection, and demand for payment 





* As used in this Regulation the word “goods” shall be construed to include 
goods, wares, merchandise, or agricultural products, including livestock. 

*A readily marketable staple within the meaning of this Regulation means 
an article of commerce. agriculture. or industry of such uses as to make it the 
subject of constant dealings in ready markets with such frequent quotations of 
price as to make (a) the price casily and definitely ascertainable and (hb) the staple 
itself easy to realize upon by sale at any time. 
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shall be made promptly, unless the drawer instructs that they be held 
until arrival of such staples at their destination, in which event they 
must be presented for payment within a reasonable time after notice 
of such arrival has been received. In no event shall any such bill 
be held by or for the account of a Federal Reserve Bank for a period 
in excess of ninety days. 

(c) Bankers’ Acceptances.—Any Federal Reserve Bank may dis- 
count for ary of its member banks a banker’s acceptance‘ which 
bears the endorsement of a member bank and (1) which grows out 
of transactions involving the importation or exportation of goods, the 
shipment of goods within the United States, or the storage of readily 
marketable staples,* as such transactions are more fully described 
in paragraphs (1), (2), and (3), respectively, of section 1(a) of the 
Board’s Regulation C °® or (2) which has been drawn by a bank or 
banker in a foreign country or dependency or insular possession of 
the United States for the purpose of furnishing dollar exchange as 
provided in section 2 of Regulation C; provided, that any such accept- 
ance shall have a maturity at the time of discount of not more than 
ninety days’ sight, exclusive of days of grace, except that an acceptance 
drawn for agricultural purposes and secured at the time of acceptance 
by warehouse receipts or other such documents conveying or securing 
title covering readily marketable staples may be discounted with a 
maturity at the time of discount of not more than. six months’ sight, 
exclusive of days of grace;*° and provided further, that acceptances 





* A banker’s acceptance within the meaning of this Regulation is a draft or bill 
of exchange, whether payable in the United States or abroad and whether payable 
in dollars or some other money, accepted by a bank or trust company or a firm. 
person, company, or corporation engaged generally in the business of granting 
bankers’ acceptance credits. 

*In the case of an acceptance growing out of the storage of readily marketable 
staples, the bill must be secured at the time of acceptance by a warehouse, termi- 
nal, or other similar receipt, conveying security title to such staples, issued by 
a party independent of the customer or issued by a grain elevator or warehouse 
company iy bonded and licensed and regularly inspected by State or Federal 
authorities with whom all receipts for such staples and all transfers thereof are 
registered and without whose consent no staples may be withdrawn; and the 
acceptor must remain secured throughout the life of the acceptance. If the goods 
are withdrawn from storage before maturity of the acceptance or retirement of the 
credit, a trust receipt or other similar document covering the goods may be substi- 
tuted in lieu of the original document, provided that such substitution is condi- 
tioned upon a reasonably prompt liquidation of the credit; and, to this end, 
it should be required, ven the original document is released, either that the 
proceeds of the goods will be applied within a specified time toward a liquidation 
of the acceptance credit or that a new document. similar to the original one, will 
be resubstituted within a specified time. 

*The bill itself should be drawn so as to evidence the character of the under- 
lying transaction, but if it is not so drawn evidence of eligibility may consist 
of a stamp or certificate affixed by the acceptor in form satisfactory to the 
Federal Reserve Bank. 

* No acceptance discounted by a Federal Reserve Bank should have a maturity 
in excess of the usual or customary period of credit required to finance the whder- 
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for any one customer in excess of ten per cent of the capital and sur- 
plus of the accepting bank must remain actually secured throughout 
the life of the acceptance." 

(d) Construction loans.—In addition to paper of the kinds speci- 
fied above, any Federal Reserve Bank may discount for any of its 
member banks, under authority of section 24 of the Federal Reserve 
Act, a negotiable note which (1) represents a loan made to finance 
the construction of a residential or a farm building whether or not 
secured by lien upon real estate, (2) is endorsed by such member bank, 
(3) is accompanied by a valid and binding agreement, entered into by 
a person '* acceptable to the discounting Federal Reserve Bank, re- 
quiring such person to advance the full amount of the loan upon the 
completion of the construction of such residential or farm building, and 
(4) matures not more than six months from the date such loan was 
made and not more than ninety days from the date of such discount 
by such Federal Reserve Bank, exclusive of days of grace. 

(e) Agricultural paper.—Agricultural paper, within the meaning 
of this Regulation, is a negotiable note, draft, or bill of exchange 
issued or drawn, or the proceeds of which have been or are to be 
used, for agricultural purposes, including the production of agricul- 
tural products, the marketing of agricultural products by the growers 
thereof, or the carrying of agricultural products by the growers thereof 
pending orderly marketing, and the breeding, raising, fattening, or 
marketing of livestock. 

(f) Paper of cooperative marketing associations.—Notes, drafts, 
bills of exchange, or acceptances issued or drawn by cooperative mar- 
keting associations composed of producers of agricultural products 
are deemed to have been issued or drawn for an agricultural purpose 
within the meaning of the foregoing definition of “agricultural paper,” 
if the proceeds thereof have been or are to be used by such: association 
in making advances to any members thereof for an agricultural pur- 
pose, in making payments to any members thereof on account of 





lying transaction or of the period reasonably necessary to finance such transaction : 
and no acceptance growing out of the storage of readily marketable staples should 
have a maturity in excess of the time ordinarily necessary to effect a reasonably 
prompt sale, shipment, or distribution into the process of manufacture or 
consumption. 

“In the case of the acceptances of member banks this security must consist 
of shipping documents, warehouse receipts, or other such documents, or some other 
actual security growing out of the same transaction as the acceptance, such as 
documentary drafts, trade acceptances, terminal receipts, or trust receipts which 
have been issued under such circumstances, and which cover goods of such a char- 
acter, as to insure at all times a continuance of an effective and lawful lien in favor 
of the accepting bank, other trust receipts not being considered such actual secu- 
rity if they permit the customer to have access to or control over the goods. 

*Such person may be the member bank offering the note for discount or any 
other individual. partnership, association or corporation. . 
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agricultural products delivered by such members to the association, 
or to meet expenditures incurred or to be incurred by the association 
in connection with the grading, processing, packing, preparation for 
market, or marketing of any agricultural product handled by such 
association for any of its members. In addition, any other paper of 
such associations which complies with the applicable requirements of 
this Regulation may be discounted. Paper of cooperative marketing 
associations-the proceeds of which have been or are to be used (1) to 
defray the expenses of organizing such associations, or (2) for the 
acquisition of warehouses, for the purchase or improvement of real 
estate, or for any other permanent or fixed investment of any kind, 
is not eligible for discount, even though such warehouses or other 
property is to be used exclusively in connection with the ordinary 
operations of the association. 

(g) Factors’ paper.—Notes, drafts, and bills of exchange of fac- 
tors issued as such for the purpose of making advances exclusively 
to producers of staple agricultural products in their raw state are 
eligible for discount with maturities not in excess of ninety days, 
exclusive of days of grace. 

(h) Collateral securing discounted paper.—Any note, draft, or 
bill of exchange eligible for discount is not rendered ineligible because 
it is secured by the pledge of goods or collateral of any nature, includ- 
ing paper ineligible for discount. 

(1) Determination of eligibility—(1) A Feder ‘al Reserve Bank 
shall take such steps as may be necessary to satisfy itself as to the 
eligibility of any paper offered for discount. Compliance of paper 
with the provisions of paragraph (2) of subsection (a) of this section 
may be evidenced by a statement which adequately reflects the bor- 
rower’s financial worth and evidences a reasonable exeess of quick 
assets over current liabilities, or such cgmpliance may be evidenced 
in any other manner satisfactory to the Federal Reserve Bank. 

(2) The requirement of this section that a note be negotiable shall 
not be applicable with respect to any note evidencing a loan which is 
made pursuant to a commodity loan program of the Commodity Credit 
Corporation and which is subject to a commitment to purchase by 
the Commodity Credit Corporation or with respect to any note evi- 
dencing a loan which is in whole or in part the subject of a guarantee 
or commitment made pursuant to section 301 of the Defense Produc- 
tion Act of 1950 as amended. 

(j) Limitations.—(1) The aggregate of notes. drafts, and_ bills 
upon which any person, copartnership, association, or corporation is 
liable as maker, acceptor, endorser, drawer, or guarantor, discounted 
for any member bank shall at no time execed the amount for which 
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such person, copartnership, association, or corporation may lawfully 
become liable to a national bank under the terms of section 5200 of 
the Revised Statutes of the United States, as amended.’® 

(2) The law forbids a Federal Reserve Bank to discount for any 
State member bank notes, drafts, or bills of exchange of any one 
borrower who is liable for borrowed money to such State member bank 
in an amount greater than that which could be borrowed lawfully 
from such State member bank were it a national bank. 


SECTION 4. GENERAL REQUIREMENTS AS TO ADVANCES AND DISCOUNTS 


(a) Applications for advances or discounts.—(1) Every appli- 
cation by a member bank for an advance to such bank or for the 
discount of paper must contain a certificate of such bank, in form to 
be prescribed by the Federal Reserve Bank, that the security offered 
for the advance or the paper offered for discount, as the case may 
be, has not been acquired from a nonmember bank (otherwise than 
in accordance with section 5 of this Regulation) or, if so acquired, 
that the applying member bank has received permission from the 
Board of Governors of the Federal Reserve System to obtain advances 
from the Federal Reserve Bank on security so acquired or to discount 
with the Federal Reserve Bank paper acquired from nonmember banks. 

(2) Every such application shall also contain a notation by the 
member bank as to whether it has on file a statement which ade- 
quately reflects the financial worth of a party primarily liable on 
the paper offered as security for an advance or for discount or of the 
person from whom the member bank acquired such paper if such 
person is legally liable thereon. 

(3) Every application of a State member bank for the discount 
of paper must contain a certificate or guaranty to the effect that the 
borrower is not liable and will not be permitted to become liable to 
such bank for borrowed money during the time his paper is under 
discount with the Federal Reserve Bank in an amount greater than 
that which could be borrowed lawfully from such State bank were 
it a national bank. 

(6) Financial statements.—In order to determine whether security 
offered for an advance or paper offered for discount is eligible and 
acceptable, any Federal Reserve Bank may require that there be filed 
with it statements, or certified copies thereof, which adequately reflect 
the financial worth (1) of one or more parties to any obligation 
offered as security for an advance or to any note, draft, or bill of 





"Section 5200 of the Revised Statutes of the United States is printed in the 
Appendix to this Regulation (page 15). 
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exchange offered for discount and (2) of any corporations or firms 
affiliated with or subsidiary to such party or parties. A Federal Re- 
serve Bank may in any case require such other information as it 
deems necessary. 

(c) Other information.—Each Federal Reserve Bank is required 
by law to keep itself informed of the general character and amount 
of the loans and investments of its member banks with a view to 
ascertaining whether undue use is being made of bank credit for the 
speculative carrying of or trading in securities, real estate, or com- 
modities, or for any other purpose inconsistent with the maintenance 
of sound credit conditions; and, in determining whether to grant or 
refuse advances or discounts, the Federal Reserve Bank is required 
to give consideration to such information. Each Federal Reserve 
Bank may require such information from its member banks as it 
may deem necessary in order to determine whether such undue use 
of bank credit is being made and whether the granting of any re- 
quested credit accommodation would be consistent with the general 
principles applicable to extensions of. credit under this Regulation. 

(d) Amount of collateral.—In connection with any advance or 
discount under this Regulation, a Federal Reserve Bank may require 
such collateral as it may deem advisable or necessary; but it is ex- 
pected that the Federal Reserve Bank in determining the amount 
of collateral will give due regard to the public welfare and the gen- 
eral effects that its action may have on the position of the member 
bank, on its depositors, and on the community; and in general a Fed- 
eral Reserve Bank should limit the amount of collateral it requires 
to the minimum consistent with safety. 








SECTION 5. PAPER ACQUIRED FROM NONMEMBER BANKS 


(a) Prohibition upon acceptance of nonmember bank paper.— 
Except with the permission of the Board of Governors of the Federal 
Reserve System, no Federal Reserve Bank shall accept as security 
for an advance or discount any assets acquired by a member bank 
from, or bearing the signature or endorsement of, a nonmember bank, 
except assets otherwise eligible which were purchased by the offering 
bank on the open market or otherwise acquired in good faith and not 
for the purpose of obtaining credit for a nonmember bank. 

(b) Applications for permission.—An application for permission 
to use as security for advances assets acquired from nonmember banks 
or to discount paper acquired from nonmember banks shall be made 
by the member bank which desires to offer such assets as security or 
such paper for discount and shall state fully the facts which give 
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rise to such application and the reasons why the applying member 
bank desires such permission. Such application shall be addressed 
to the Board of Governors of the Federal Reserve System but shall be 
submitted by the member bank to the Federal Reserve Bank of the 
district, which will forward it promptly to the Board of Governors 
of the Federal Reserve System with its recommendation. 

(c) Paper acquired from Federal Intermediate Credit banks.— 
The Board of Governors of the Federal Reserve System hereby grants 
permission to Federal Reserve Banks to make advances to member 
banks upon the security of paper or assets bearing the signature or 
endorsement of, or acquired from, Federal Intermediate Credit banks 
or to discount for member banks paper bearing such a signature or 
endorsement or so acquired, if otherwise eligible under the law and 
this Regulation. 


SECTION 6. DISCOUNTS FOR FEDERAL INTERMEDIATE CREDIT BANKS 


(a) Kinds and maturity of paper.—Any Federal Reserve Bank, 
under authority of section 13a of the Federal Reserve Act, may, with 
the permission of the Board of Governors, discount for any Federal 
Intermediate Credit bank (1) agricultural paper as defined in sec- 
tion 3 of this Regulation, or (2) notes payable to such Federal Inter- 
mediate Credit bank covering loans or advances made by it pursuant 
to the provisions of section 202(a) of Title II of the Federal Farm 
Loan Act, which are secured by notes, drafts, or bills of exchange eligi- 
ble for discount by Federal Reserve Banks. Any paper discounted 
for a Federal Intermediate Credit bank must bear the endorsement 
of such bank and must have a maturity at the time of discount of not 
more than nine months, exclusive of days of grace. 

(6) Limitations.—No Federal Reserve Bank shall discount for any 
Federal Intermediate Credit bank any paper which bears the endorse- 
ment of any nonmember State bank or trust company which is eligible 
for membership in the Federal Reserve System under the terms of 
section 9 of the Federal Reserve Act. In acting upon applications 
for the discount of paper for Federal Intermediate Credit banks, each 
Federal Reserve Bank shall give preference to the demands of its 
own member banks and shall have due regard to the probable future 
needs of its own member banks. 
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APPENDIX 
STATUTORY PROVISIONS 


Section 4 of the Federal Reserve Act reads in part as follows: 


‘Said board of directors shall administer the affairs of said 
bank fairly and impartially and without discrimination in favor 
of or against any member bank or banks and may, subject to the 
provisions of law and the orders of the Board of Governors of the 
Federal Reserve System, extend to each member bank such dis- 
counts, advancements, and accommodations as may be safely and 
reasonably made with due regard for the claims and demands of 
other member banks, the maintenance of sound credit conditions, 
and the accommodation of commerce, industry, and agriculture. 
The Board of Governors of the Federal Reserve System may pre- 
scribe regulations further defining within the limitations of this 
Act the conditions under which discounts, advancements, and the 
accommodations may be extended to member banks. Each Fed- 
eral reserve bank shall keep itself informed of the general char- 
acter and amount of the loans and investments of its member 
banks with a view to ascertaining whether undue use is being 
made of bank credit for the speculative carrying of or trading in 
securities, real estate, or commodities, or for any other purpose 
inconsistent with the maintenance of sound credit conditions: and, 
in determining whether to grant or refuse advances, rediscounts 
or other credit accommodations, the Federal reserve bank shall 
give consideration to such information. The chairman of the 
Federal reserve bank shall report to the Board of Governors of 
the Federal Reserve System any such undue use of bank credit by 
any member bank, together with his recommendation. When- 
ever, in the judgment of the Board of Governors of the Federal 
Reserve System, any member bank is making such undue use of 
bank eredit, the Board may, in its discretion, after reasonable 
notice and an opportunity for a hearing, suspend such bank from 
the use of the credit facilities of the Federal Reserve System and 
may terminate such suspension or may renew it from time to time.” 


Section 9 of the Federal Reserve Act reads in part as follows: 


“Provided, however, That no Federal reserve bank shall be per- 
mitted to discount for any State bank or trust company notes, 
drafts, or bills of exchange of any one borrower who is liable for 
borrowed money to such State bank or trust company in an 
amount greater than that which could be borrowed lawfully from 
such State bank or trust company were it a national banking asso- 
ciation. The Federal reserve bank, as a condition of the discount 
of notes, drafts, and bills of exchange for such State bank or trust 
company, shall require a certificate or guaranty to the effect that 
the borrower is not liable to such bank in excess of the amount 
provided by this section, and will not be permitted to become liable 
in excess of this amount while such notes, drafts, or bills of ex- 
change are under discount with the Federal reserve bank.” 
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Section 10(b) of the Federal Reserve Act reads as follows: 


“Sec. 10(b). Any Federal Reserve bank, under rules and regu- 
lations prescribed by the Board of Governors of the Federal Re- 
serve System, may make advances to any member bank on its time 
or demand notes having maturities of not more than four months 
and which are secured to the satisfaction of such Federal Reserve 
bank. Each such note shall bear interest at a rate not less than 
one-half of 1 per centum per annum higher than the highest dis- 
count rate in effect at such Federal Reserve bank on the date of 
such note.” 


Section 13 of the Federal Reserve Act reads in part as follows: 


“Upon the indorsement of any of its member banks, which shall 
be deemed a waiver of demand, notice and protest by such bank 
as to its own indorsement exclusively, any Federal reserve bank 
may discount notes, drafts, and bills of exchange arising out of 
actual commercial transactions; that is, notes, drafts, and bills 
of exchange issued or drawn for agricultural, industrial, or com- 
mercial purposes, or the proceeds of which have been used, or are 
to be used, for such purposes, the Board of Governors of the 
Federal Reserve System to have the right to determine or define 
the character of the paper thus eligible for discount, within the 
meaning of this Act. Nothing in this Act contained shall be 
construed to prohibit such notes, drafts, and bills of exchange, 
secured by staple agricultural products, or other goods, wares, or 
merchandise from being eligible for such discount, and the notes, 
drafts, and bills of exchange of factors issued as such making 
advances exclusively to producers of staple agricultural products 
in their raw state shall be eligible for such discount; but ‘such 
definition shall not include notes, drafts, or bills covering merely 
investments or issued or drawn for the purpose of carrying or 
trading in stocks, bonds, or other investment securities, except 
bonds and notes of the Government of the United States.* Notes, 
drafts, and bills admitted to discount under the terms of this 
paragraph must have a maturity at the time of discount of not 
more than 90 days, exclusive of grace. 


* * * ~ * 


“Upon the indorsement of any of its member banks, which 
shall be deemed a waiver of demand, notice, and protest by such 
bank as to its own indorsement exclusively, and subject to regula- 
tions and limitations to be prescribed by the Board of Governors 
of the Federal Reserve System, any Federal reserve bank may 
discount or purchase bills of exchange payable at sight or on 
demand which grow out of the domestic shipment or the exporta- 
tion of nonperishable, readily marketable agricultural and other 
staples and are secured by bills of lading or other shipping docu- 
ments conveying or securing title to such staples: Provided, That 





*Or Treasury bills or certificates of indebtedness. See act approved June 17. 
1929 (46 Stat., 19), amending sec. 5 of Second Liberty Bond Act, approved 
Sept. 24, 1917 (40 Stat., 290). 
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all such bills of exchange shall be forwarded promptly for collec- 
tion, and demand for payment shall be made with reasonable 
promptness after the arrival of such staples at their destination: 
Provided further, That no such bill shall in any event be held by 
or for the account of a Federal reserve bank for a period in excess 
of ninety days. In discounting such bills Federal reserve banks 
may compute the interest to be deducted on the basis of the 
estimated life of each bill and adjust the discount after payment 
of such bills to conform to the actual life thereof. 

"“The aggregate of notes, drafts, and bills upon which any 
person, copartnership, association, or corporation is liable as 
maker, acceptor, indorser, drawer, or guarantor, rediscounted for 
any member bank, shall at no time exceed the amount for which 
such person, copartnership, association, or corporation may law- 
fully become liable to a national banking association under the 
terms of section 5200 of the Revised Statutes, as amended: Pro- 
vided, however, That nothing in this paragraph shall be construed 
to change the character or class of paper now eligible for redis- 
count by Federal reserve banks. 

‘Any Federal reserve bank may discount acceptances of the 
kinds hereinafter described, which have a maturity at the time of 
discount of not more than 90 days’ sight, exclusive of days of 
grace, and which are indorsed by at least one member bank: 
Provided, That such acceptances if drawn for an agricultural pur- 
pose and secured at the time of acceptance by warehouse receipts 
or other such documents conveying or securing title covering 
readily marketable staples may be discounted with a maturity at 
the time of discount of not more than six months’ sight exclusive of 
days of grace. 

“Any member bank may accept drafts or bills of exchange 
drawn upon it having not more than six months’ sight to run, ex- 
clusive of days of grace, which grow out of transactions involving 
the importation or exportation of goods; or which grow out of 
transactions involving the domestic shipment of goods provided 
shipping documents conveying or securing title are attached at 
the time of acceptance; or which are secured at the time of accept- 
ance by a warehouse receipt or other such document conveying 
or securing title covering readily marketable staples. * * * * 

“Any Federal reserve bank may make advances for periods 
not exceeding fifteen days to its member banks on their promis- 
sory notes secured by the deposit or pledge of bonds, notes, certifi- 
cates of indebtedness, or Treasury bills of the United States, or 
by the deposit or pledge of debentures or other such obligations 
of Federal intermediate credit banks which are eligible for pur- 
chase by Federal reserve banks under section 13(a) of this Act, 
or by the deposit or pledge of Federal Farm Mortgage Corporation 
bonds issued under the Federal Farm Mortgage Corporation Act, 
or by the deposit or pledge of bonds issued under the provisions 
of subsection (c) of section 4 of the Home Owners’ Loan Act 
of 1933, as amended, and any Federal reserve bank may make 
advances for periods not exceeding ninety days to its member 
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banks on their promissory notes secured by such notes, drafts, 
bills of exchange, or bankers’ acceptances as are eligible for re- 
discount or for purchase by Federal reserve banks under the pro- 
visions of this Act. All such advances shall be made at rates to 
be established by such Federal reserve banks, such rates to be 
subject to the review and determination of the Board of Governors 
of the Federal Reserve System. If any member bank to which any 
such advance has been made shall, during the life or continuance 
of such advance, and despite an official warning of the reserve bank 
of the district or of the Board of Governors of the Federal Reserve 
System to the contrary, increase its outstanding loans secured by 
collateral in the form of stocks, bonds, debentures, or other such 
obligations, or loans made to members of any organized stock 
exchange, investment house, or dealer in securities, upon any 
obligation, note, or bill, secured or unsecured, for the purpose of 
purchasing and/or carrying stocks, bonds, or other investment 
securities (except obligations of the United States) such advance 
shall be deemed immediately due and payable, and such member 
bank shall be ineligible as a borrower at the reserve bank of the 
district under the provisions of this paragraph for such period as 
the Board of Governors of the Federal Reserve System shall de- 
termine: Provided, That no temporary carrying or clearance loans 
made solely for the purpose of facilitating the purchase or delivery 
of securities offered for public subscription shall be included in 
the loans referred to in this paragraph. 


* * * * * 


“The discount and rediscount and the purchase and sale by any 
Federal reserve bank of any bills receivable and of domestic ‘and 
foreign bills of exchange, and of acceptances authorized by this 
Act, shall be subject to such restrictions, limitations, and regula- 
tions as may be imposed by the Board of Governors of the Federal 


Reserve System. 
* * ~~ . 7” 


“Any member bank may accept drafts or bills of exchange drawn 
upon it having not more than three months’ sight to run, exclusive 
of days of grace, drawn under regulations to be prescribed by the 
Board of Governors of the Federal Reserve System by banks or 
bankers in foreign countries or dependencies or insular possessions 
of the United States for the purpose of furnishing dollar exchange 
as required by the usages of trade in the respective countries, 
dependencies, or insular possessions. Such drafts or bills may be 
acquired by Federal reserve banks in such amounts and subject 
to such regulations, restrictions, and limitations as may be pre- 
scribed by the Board of Governors of the Federal Reserve Sys- 
teens: SF oF 9 

“Subject to such limitations, restrictions and regulations as 
the Board of Governors of the Federal Reserve System may pre- 
scribe, any Federal reserve bank may make advances to any 
individual, partnership or corporation on the promissory notes 
of such individual, partnership or corporation secured by direct 
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obligations of the United States. Such advances shall be made 
for periods not exceeding 90 days and shall bear interest at rates 
fixed from time to time by the Federal reserve bank, subject to 


the review and determination of the Board of Governors of 
the Federal Reserve System.”’ 


Section 13a of the Federal Reserve Act as amended reads in part 
as follows: . 


. “Upon the indorsement of any of its member banks, which shall 
be deemed a waiver of demand, notice, and protest by such bank 
as to its own indorsement exclusively, any Federal reserve bank 
may, subject to regulations and limitations to be prescribed by 
the Board of Governors of the Federal Reserve System, discount 
notes, drafts, and bills of exchange issued or drawn for an agri- 
cultural purpose, or based upon live stock, and having a maturity, 
at the time of discount, exclusive of days of grace, not exceeding 
nine months, * * * * 

“That any Federal reserve bank may, subject to regulations 
and limitations to be prescribed by the Board of Governors of 
the Federal Reserve System, rediscount such notes, drafts, and 
bills for any Federal Intermediate Credit Bank, except that no 
Federal reserve bank shall rediscount for a Federal Intermediate 
Credit Bank any such note or obligation which bears the indorse- 
ment of a nonmember State bank or trust company which is 
eligible for membership in the Federal reserve system, in accord- 
ance with section 9 of this Act. Any Federal reserve bank may 
also, subject to regulations and limitations to be prescribed by 
the Board of Governors of the Federal Reserve System, discount 
notes payable to and bearing the indorsement of any Federal 
intermediate credit bank, covering loans or advances made by 
such bank pursuant to the provisions of section 202(a) of Title 
II of the Federal Farm Loan Act, as amended (U.S.C., title 12, 
ch. 8, sec. 1031), which have maturities at the time of discount 
of not more than nine months, exclusive of days.of grace, and 
which are secured by notes, drafts, or bills of exchange eligible 
for rediscount by Federal reserve banks. 


7 - * * * 


“Notes, drafts, bills of exchange or acceptances issued or drawn 
by cooperative marketing associations composed of producers of 
agricultural products shall be deemed to have been issued or 
drawn for an agricultural purpose, within the meaning of this sec- 
tion, if the proceeds thereof have been or are to be advanced by 
such association to any members thereof for an agricultural pur- 
pose, or have been or are to be used by such association in making 
payments to any members thereof on account of agricultural prod- 


ucts delivered by such members to the association, or if such: 


proceeds have been or are to be used by such association to meet 
expenditures incurred or to be incurred by the association in con- 
nection with the grading, processing, packing, preparation for 
market, or marketing of any agricultural product handled by such 
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association for any of its members: Provided, That the express 
enumeration in this paragraph of certain classes of paper of co- 
operative marketing associations as eligible for rediscount shall 
not be construed as rendering ineligible any other class of paper 
of such associations which is now eligible for rediscount. 

“The Board of Governors of the Federal Reserve System may, 
by regulation, limit to a percentage of the assets of a Federal 
reserve bank the amount of notes, drafts, acceptances, or bills 
having a maturity in excess of three months, but not exceeding 
six months, exclusive of days of grace, which may be discounted 
by such bank, and the amount of notes, drafts, bills, or ac- 
ceptances having a maturity in excess of six months, but not ex- 
ceeding nine months, which may be rediscounted by such bank.” 


Section 19 of the Federal Reserve Act reads in part as follows: 


“* * * No member bank shall act as the medium or agent 


of a nonmember bank in applying for or receiving discounts from 
a Federal reserve bank under the provisions of this Act, except 
by permission of the Board of Governors of the Federal Reserve 
System.” 


Section 24 of the Federal Reserve Act reads in part as follows: 


“Loans made to finance the construction of residential or farm 
buildings and having maturities of not to exceed six months, 
whether or not secured by a mortgage or similar lien on the real 
estate upon which the residential or farm building is being con- 
structed, shall not be considered as loans secured by real estate 
within the meaning of this section but shall be classed as ordinary 
commercial loans: Provided, That no national banking associa- 
tion shall invest in, or be liable on, any such loans in an aggregate 
amount in excess of 50 per centum of its actually paid-in and un- 
impaired capital. Notes representing such loans shall be eligible 
for discount as commercial paper within the terms of the second 
paragraph of section 13 of the Federal Reserve Act, as amended, 
if accompanied by a valid and binding agreement to advance the 
full amount of the loan upon the completion of the building 
entered into by an individual, partnership, association, or cor- 
poration acceptable to the discounting bank.” 


Section 5200 of the Revised Statutes of the United States reads as 
follows: 


“Sec. 5200." The total obligations to any national hanking as- 
sociation of any person, copartnership, association, or corporation 
shall at no time exceed 10 per centum of the amount of the capital 
stock of such association actually paid in and unimpaired and 10 
per centum of its unimpaired surplus fund. The term ‘obliga- 
tions’ shall mean the direct liability of the maker or acceptor of 
paper discounted with or sold to such association and the liability 
of the indorser, drawer, or guarantor who obtains a loan from or 
discounts paper with or sells paper under his guaranty to such 
association and shall include in the ease of obligations of a co- 
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partnership or association the obligations of the several members 
thereof and shall include in the case of obligations of a corpora- 
tion all obligations of all subsidiaries thereof in which such cor- 
poration owns or controls a majority interest. Such limitation 
of 10 per centum shall be subject to the following exceptions: 


“(1) Obligations in the form of drafts or bills of exchange 
drawn in good faith against actually existing values shall not be 
subject under this section to any limitation based upon such eapi- 
tal and surplus. 

(2) Obligations arising out of the discount of commercial or 
business paper actually owned by the person, copartnership, asso- 
ciation, or corporation negotiating the same shall not be subject 
under this section to any limitation based upon such capital and 
surplus. 

“(3) Obligations drawn in good faith against actually existing 
values and secured by goods or commodities in process of ship- 
ment shall not be subject under this section to any limitation 
based upon such capital and surplus. 

“(4) Obligations as indorser or guarantor of notes, other than 
commercial or business paper excepted under (2) hereof, having 
a maturity of not more than six months, and owned by the per- 
son, corporation, association, or copartnership indorsing and nego- 
tiating the same, shall be subject under this section to a limitation 
of 15 per centum of such capital and surplus in addition to such 
10 per centum of such capital and surplus. 

“(5) Obligations in the form of banker’s acceptances of other 
banks of the kind described in section 13 of the Federal Reserve 
Act shall not be subject under this section to any limitation based 
upon such capital and surplus. 

“(6) Obligations of any person, copartnership, association or 
corporation, in the form of notes or drafts secured by shipping 
documents, warehouse receipts or other such documents trans- 
ferring or securing title covering readily marketable nonperish- 
able staples when such property is fully covered by insurance, if 
it is customary to insure such staples, shall be subject under this 
section to a limitation of 15 per centum of such capital and sur- 
plus in addition to such 10 per centum of such capital and surplus 
when the market value of such staples securing such obligation 
is not at any time less than 115 per centum of the face amount of 
such obligation, and to an additional increase of limitation of 5 
per centum of such capital and surplus in addition to such 25 
per centum of such capital and surplus when the market value of 
such staples securing such additional obligation is not at anv time 
less than 120 per centum of the face amount of such additional 
obligation, and to a further additional increase of limitation of 5 
per centum of such capital and surplus in addition to such 30 per 


centum of such capital and surplus when the market value of such 


staples securing such additional obligation is not at any time less 
than 125 per centum of the face amount of such additional obliga- 
tion, and to a further additional increase of limitation of 5 per 
centum of such capital and surplus in addition to such 35 per 
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centum of such capital and surplus when the market value of such 
staples securing such additional obligation is not at any time less 
than 130 per centum of the face amount of such additional obliga- 


n tion, and to a further additional increase of limitation of 5 per 
centum of such capital and surplus in addition to such 40 per 
0 eentum of such capital and surplus when the market value of such 
1 staples securing such additional obligation is not at any time less 
Bs Fl than 135 per centum of the face amount of such additional obliga- 
tion, and to a further additional increase of limitation of 5 per 
yr eentum of such capital and surplus in addition to such 45 per 
)- eentum of such capital and surplus when the market value of 
ot such staples securing such additional obligation is not at any time 
id less than 140 per centum of the face amount of such additional 
obligation, but this exception shall not anply to obligations of any 
we) one person, copartnership, association or corporation arising from 
= the same transactions and/or secured upon the identical staples 

yn for more than ten months. 

=e7) Obligations of any person, copartnership, association, or 
in corporation in the form of notes or drafts secured by shipping 
ng documents or instruments transferring or securing title cov ering 
<a livestock or giving a lien on livestock when the market value of 
— the livestock securing the obligation is not at any time less than 
Nn 115 per centum of the face amount of the notes covered by such 
ch documents shall be subject under this section to a limitation of 
15 per centum of such capital and surplus in addition to such 

er | 10 per centum of such capital and surplus. 
ve “(8) Obligations of any person, copartnership, association, or 
od corporation in the form of notes secured by not less than a like 
amount of bonds or notes of the United States issued since April 
or 24, 1917, or certificates of indebtedness of the United States, 
ng} Treasury bills of the United States, or obligations fully guaran- 
i | teed both as to principal and interest by the United States, shall 
h- (except to the extent permitted by rules and regulations pre- 
if scribed by the Comptroller of the Currency, with the approval of 
lis | the Secretary of the Treasury) be subject under this section to 


a limitation of 15 per centum of such capital and surplus in addi- 
tion to such 10 per centum of such capital and surplus. 

“(9) Obligations representing loans to any national banking 
association or to any banking institution organized under the laws 
of any State, or to any receiver, conservator, or superintendent 
of banks, or to any other agent. in charge of the business and 


3&7 


of property of any such association or banking institution, when 
ne such loans are approved by the Comptroller of the Currency, shall 
{5 such capital and surplus. 

er “(10) Obligations shall not be subject under this section to 
ch - any limitation based upon such capital and surplus to the extent 


that such obligations are secured or covered by guaranties, or by 
commitments or agreements to take over or to purchase, made 
by any Federal Reserve bank or by the United States or any 


ral not be subject under this section to any limitation based upon 
| department, bureau, board, commission, or establishment of the 
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United States, including any corporation wholly owned directly 
or indirectly by the United States: Provided, That such guaran- 
ties, agreements, or commitments are unconditional and must be 
performed by payment of cash or its equivalent within sixty days a 
after demand. The Comptroller of the Curreney is hereby au- 
thorized to define the terms herein used if and when he may 
deem it necessary. 

“(11) Obligations of a local public agency (as defined in section 
110. (h) of the Housing Act of 1949) or of a public housing agency 
(as defined in the United States Housing Act of 1937, as amended) 
which have a maturity of not more than eighteen months shall 
not be subject under this section to any limitation, if such obli- 
gations are secured by an agreement between the obligor agency 
and the Housing and Home Finance Administrator or the Public 
Housing Administration in which the ageneyv agrees to borrow ; 
from the Administrator or Administration, and the Administrator 
or Administration agrees to lend to the agency, prior to the ma- 
turity of such obligations, monies in an amount which (together 
with any other monies irrevocably committed to the payment 
of interest on such obligations) will suffice to pay the principal of 
such obligations with interest to maturity, which monies under 
the terms of said agreement are required to be used for that 
purpose.” 


2 SERRE 
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Senator SparKMAN. The committee will stand in recess until 10 
| o'clock tomorrow morning. 
(Whereupon, at 11:30 a.m., the subcommittee was recessed, to re- 
convene at 10 a.m., Tuesday, May 26, 1959.) 
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TUESDAY, MAY 26, 1959 


U.S. Senate, COMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON Hovsina, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New Senate 
Office Building, at 10 05 a.m., Senator John J. Sparkman (chairman 
of the subcommittee) presiding. 

Present : Senators Sparkman and Williams. 

Senator SpAaRKMAN. Let the committee come to order, please. 

We are expecting other Senators, but I think, in view of the time, 
we had better get started. 

Yesterday we started in on the portion of these hearings concerned 
with Federal programs which are designed to assist or supplement 
the flow of home mortgage credit. Our purpose is to obtain recom- 
mendations regarding any improvements in these programs which 
may be needed to help supply the volume of home mortgage credit 
required in the next decade. 

Today we shall be considering the programs administered by the 
Federal Housing Administration, the Veterans’ Administration and 
the Federal National Mortgage Association. 

Our first three witnesses will discuss these three programs in gen- 
eral. These witnesses are Mr. Neal J. Hardy, Director of the Nation- 
al Housing Center, Mr. Miles L. Colean, an outstanding economist, 
who has been with us many times, and Mr. Robert E. Scott, president 
of the R. E. Scott Mortgage Co. 

Our final witnesses this morning are to be Mr. Chester Rapkin, 
research associate professor at the University of Pennsylvania, and 
Mr. Harry Held, senior vice president of the Bowery Savings Bank. 
These gentlemen will speak to the subject of the FHA premium rate 
we the mutuality of FHA insurance. 

I should like to call the first three up at the same time and have 
them appear asa panel. Mr. Hardy, Mr. Colean, and Mr. Scott, if 
you gentlemen will come around. 

We have the papers that all three of you have prepared for sub- 
mission. Those papers will be printed in full in the record. You 
may read them, discuss them, summarize them or handle the situa- 
tion as you see fit. 

The first witness we have is Mr. Neal J. Hardy. Mr. Hardy, we, 
of course, know you as one who has long been identified with the 
field of housing. You were formerly assoc iated with the Housing and 
Home Finance agency. Since that time you have been actively con- 
nected with the National Association of Home Builders, as Director 
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of the center maintained by that organization here in Washington. 
We should be very glad to hear from you at this time. 


STATEMENT OF NEAL J. HARDY, DIRECTOR, NATIONAL HOUSING 
CENTER, WASHINGTON, D.C. 


Mr. Harpy. Thank you, Senator. 

In considering the problem of increasing and improving the dis- 
tribution of the pool of credit available for new residential construc- 
tion, the question of mortgage interest rates on FHA and VA loans 
would appear to demand first attention. 

Experience during the last several years with attempts to establish 
interest rate ceilings at submarket rates would seem strongly to indi- 
cate that the original decision of the Congress in establishing the in- 
terest-rate formula, which still controls the FHA program, was a 
wise one. It is, therefore, suggested that serious consideration be 
given to adopting this same formula for the VA program; that is, 
the establishment of a ceiling rate, with complementary administra- 
tive authority in the hands of those responsible for the VA program 
to establish rates from time to time at levels dictated by conditions 
in the money market. It would further appear necessary as a practical 
matter to provide that the administratively established maximum in- 
terest rates for both FHA and VA loans should be established at the 
same level and should move either upward or downward simulta- 
neously. 

This suggestion does not go as far as many experts would like to 
see. There is a considerable body of well-informed opinion which 
holds that if FHA and VA mortgages were free of any interest-rate 
control, these securities could compete freely with competitive invest- 
ments in the private market. Personally, I doubt whether the solu- 
tion to the problem of increasing the availability of mortgage money 
can be so simply stated. Experience on several occasions during the 
last 4 or 5 years would seem strongly to suggest that even when the 
effective yield on FHA and VA loans has been substantial due to the 
charging of extremely heavy discounts, private funds still tend to 
move into alternative and still more attractive long-term investments. 
This is simply another way of saying that, during a period of capital 
shortage and the imposition of monetary controls, those areas hit 
first in our economy and most severely are housing, small business, 
generally, and local-government financing. 

Further discussion of this situation is probably not germane to the 
specific question to which this particular document is addressed, but 
it is important to recognize that interest-rate adjustments alone will 
not remove all of the barriers to mortgage investment in the volume 
which will undoubtedly be required if the housing demands of the next 
decade are to be met. On the other hand, reasonable freedom to estab- 


lish maximum interest rates on FHA and VA loans in the light of . 


shifting market conditions would seem to be a reasonable and neces- 
sary condition precedent to other actions herein suggested. 

If the impediment raised by unmarketable interest rate ceilings can 
be corrected, attention can next be directed to means by which a larger 
proportion of the existing long-term private savings of the country 
can be attracted into the FHA and VA programs. 
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Savings held in pension funds find the long-term amortized mort- 
gage a peculiarly unattractive investment as compared with conserva- 
tive coupon securities. The investment of savings in mortgages, 
particularly FHA and VA mortgages, requires the investor either to 
«o into the business of servicing such mortgages directly or to contract 
with responsible servicing agents to perform this task. We are con- 
fronted with the plain fact that the long-term monthly amortized 
mortgage which has proved such a tremendously successful debt in- 
strument to the borrower and has been largely responsible for the 
growth of home ownership in this country, has become an awkward 
and difficult type of investment to the management of an increasing 
share of our private savings. Expressed very simply, the trust officers 
responsible for the management and investment of pension funds are 
not attracted to FHA and VA mortgages which, by their terms, re- 
quire the constant reinvestment of monthly principal repayments and 
monthly servicing of borrowers’ accounts, particularly when alterna- 
tive coupon securities have for the last several years been available 
at extremely attractive rates. 

It was to meet this situation, at least in part, that the Federal Na- 
tional Mortgage Association was created, although to date it has made 
no very substantial progress in performing the task of selling coupon 
securities to private investors and using the proceeds of those deben- 
ture sales for the purchase of FHA and VA loans. It is suggested that 
serious consideration be given to a substantial expansion in the sec- 
ondary market activities of the Federal National Mortgage Associa- 
tion. In making this suggestion it should be emphasized that the 
Federal National Mortgage Association will be considerably handi- 
capped in carrying out any very greatly expanded activity unless 
action is first taken to make certain that the contract interest rates 
on FHA and VA loans are set at levels which recognize conditions 
in the market. Unless this is done, the Federal National Mortgage 
Association will be in the impossible situation of attempting to issue 
its own obligations on a market which will require the payment of 
prevailing interest rates without the opportunity of investing the 
proceeds of such debenture sales in mortgages carrying a sufficiently 
higher yield to allow the association to operate.on at least a break- 
even basis. 

The Federal National Mortgage Association has already demon- 
strated in a limited way that it can successfully market its own obli- 
gations in the private market at reasonable rates and for varying 
terms. If the association is to expand its activities in this direction, 
at least two things will probably oe necessary. First, the association 
should probably be given a larger capital structure in order to increase 
its debenture issuing power. Secondly, an aggressive policy must be 
instituted of operating the association as the device by which insured 
and guaranteed mortgages can be accumulated and held as a basic 
portfolio against which debentures of both shorts and relatively long 
term can be issued to pension funds, private investors, and institu- 
tions not equipped to go into the business of owning and servicing 
mortgages. 

Consideration should also be given to authorizing the Federal Na- 
tional Mortgage Association to lend on the security of insured and 
guaranteed mortgage collateral. The Home Loan Bank System has 
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been successfully operated since 1932 as a reserve credit institution 
for savings and loan associations. In a practical sense its facilities 
are not available to non-savings and loan lenders, and a similar serv- 
ice is therefore lacking for such institutions as commercial banks, 
savings banks, and mortgage companies. It is not suggested that 
such credit would be extended by the Federal National Mortgage 
Association on a basis which would monetize long-term mortgage in- 
vestments. If the association were empowered, however, to advance 
relatively short-term loans up to a reasonable percentage of the un- 
paid bahance of insured and guaranteed mortgages held by commer- 
cial banks, for example, there is good reason to believe that these in- 
stitutions would be more willing to use the authority already granted 
them to invest a reasonable proportion of their savings resources in 
such mortgages. 

There is a related consideration which should be touched on very 
briefly. The question to which we have been asked to address our 
remarks essentially asks how the FHA, VA and FNMA programs can 
be made more useful in improving the distribution of credit available 
for new residential construction. 

For a period of some years the FHA terms on new construction 
were considerably more liberal than they were for loans made on ex- 
isting construction. Since 1954 this has not been the case. There 
is a substantial body of opinion which holds that the decision to ex- 
tend the same FHA terms to both new and existing construction was 
a sound and wise one in view of the fact that only a small percentage 
of our people can, inpractical fact, purchase new homes and that our 
existing stock of housing must always be relied on to meet a major 
share of the housing needs of America. By the same token, there can 
be no question but that the insurance of liberal, high-ratio loans on 
existing construction consumes some percentage, probably not incon- 
siderable, of the funds which would otherwise be available to finance 
the increasing production of new homes. There is also an argument of 
some merit which can be made that the availability of liberal insured 
mortgages on older homes has a. tendency to prevent price declines 
on such properties which otherwise might occur. 

This whole question raises a somewhat difficult choice to which an 
answer can be given only in terms of a decision as to whether, given 
a limited supply of private capital, it is more important to use that 
capital without distinction for the purchase of homes or whether a 
greater proportion of a limited supply should be diverted to the con- 
struction of new homes. I tend to believe that in view of the growth, 
both present and anticipated, of American urban communities and 
the very substantial expected increase in the number of urban house- 
holds we would be thoroughly justified in giving the credit advantage 
to new home construction, since it seems obvious that unless ter 

rogress is made in adding to the American housing supply, our 

asic housing problem will become aggravated, not diminished. 

Senator, you have also asked for comments on FHA’s certified 
agency program. Would you like me to comment on that at this 
moment ? 

Senator SparKMAN. Yes, go ahead. 

Mr. Harpy. My comments are these: Certainly, the objectives of 
the certified agency program are meritorious. It is designed to make 
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possible for FHA insured loans to be made in small communities 
and rural areas which have largely been bypassed throughout the 
entire operating experience of FHA. Cert: uinly, any Federal pro- 
gram like the insured-mortgage program: should be available to both 
lenders and borrowers without regard to their geographical location. 

There are, however, two general comments which I should like to 
make with regard to the CAP program. 

First, the argument will no doubt be made by many that one of 
the principal reasons why the FHA has been unable to extend its 
services to lenders and borrowers in small communities has been the 
excessive cost of handling insurance applications in such localities. 
I venture two observations in answer to this argument. In the first 
place, the FHA was established to create a national system of insured 
mortgages. The fact that the insurance of certain risks in the initial 
instance is more expensive than in other cases would seem to be a 
necessary part of the cost of operating such a national system. In- 
deed, it must certainly be true that in the case of private insurance 
activities—life, fire, casualty, etc.—there must be a fairly wide spread 
in the cost of insuring separate and individual ris sks. Yet, every 
insurance company apparently assumes that it is good business to 
extend its risk coverage as widely as possible and no doubt averages 
its cost of placing the insurance on its books initially in order to ac- 
commodate all the clients it can get. There would seem to be no 
reason why the FHA could not adopt the same philosophy. 

Second, if this approach does not prove acceptable, there is a rela- 

tively simple device which could be considered to make certain that 
C AP cases were handled with due prudence. If it is appropriate for 
the FHA to delegate decision making authority to individual institu- 
tions without independent review, it “would seem perfectly reasonable 
to require those institutions to insure CAP mortgages on a coinsurance 
basis, agreeing to assume a reasonable percentage of any insurance 
loss which might occur. Such a system would give the institution 
the advantage of insurance over a major proportion of the risk as- 
sumed but would at the same time require the assumption of a suf- 
ficient degree of risk to impel the observance of reasonable valuation, 
credit, and other lending standards. 

Senator Sparkman. Thank you very much, Mr. Hardy. 

Mr. Colean, we have your paper. The same rule prevails regarding 
it. You may proceed to present your views in any way you wish. 

Let me first say that I do not notice in your paper that you refer to 


any of your experience, but you were in FHA in its early days, were 
you not ? 


STATEMENT OF MILES L. COLEAN, ECONOMIST, WASHINGTON, D.C. 


Mr. Cotean. That is true, Senator. It has been almost 25 years 
since I first appeared before this committee. 

Senator SpaRKMAN. That was some time before I came on the com- 
mittee. In fact, that was before I came to Congress. 

We know that you have been actively connected with the housing 
field for many years as an economist, a consultant, and in many other 
capacities. In any event, we are glad to have you with us again, and 
you proceed as you see fit. 
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By the way, let me suggest to all three of you, my thought is to 
present the three papers in sequence and then direct questions across 
the board. We shall even invite you to question one another and make 
it a kind of roundtable discussion, if you will. 

Go right ahead, Mr. Colean. 

Mr. Corgan. All right, in that case, Senator, I will go through this 
paper briefly, and I shall be glad to join in such a discussion, because 
there are one or two points in Mr. Hardy’s paper which I would like 
to argue with him just a little. 

Senator SpaRKMAN. We invite you to do so, after the papers are 
presented. 

Mr. Cotean. The questions asked me for the Study were concerned 
mainly with the distribution of mortgage funds. I assumed this refers 
to the flow of funds both geographic sally and in point of time, as well 
as to the relationship of the total amount of funds made available to 
the mortgage market and to other markets. I have tried to point out 
in the paper that I have presented to you and in the summary which 
I also prepared that the mortgage market does not appear to have 
been badly served during the postwar period and that in fact it has 
had about 55 percent of the total increase in all private debt since 
1945. 

The problems of home mortgage finance appear to me to lie more 
in the continuity of the flow of funds and the breadth of their dis- 
tribution than in the adequacy of the total volume of funds that has 
gone into residential mortgages during the postwar period. 

In considering these problems, it has to be recognized that there is 
no absolute definition of adequacy. From some points of view there 
never has been, and is not likely ever to be, enough funds available to 
accomplish all that may seem needed at a given ‘time. Adequacy can 
be practically defined only in relative terms, that is in terms of the 
proportion of the total investment resources that have gone into resi- 


dential mortgage financing as compared with what has gone into other 


forms of long-term private financing. Mortgage financing cannot 
obtain more resources for its own use than are available for all uses, 
and of course it cannot expect to preempt the whole field to the 
exclusion of other uses. 

In these terms mortgage financing appears to have done quite well. 
Except for a dip during the depression years 1929 to 1933, the propor- 
tion of total long-term private debt represented by nonfarm residential 
mortgages has risen steadily from 28.3 percent in 1929 to 48.9 percent 
in 1957, the. debt on one-to four-family houses accounting for the bulk 
of the increase. During the same period, the outstanding residential 
mortgage debt increased $96.4 billion or 387 percent, while the out- 
standing volume of other private long-term debt increased only $63.7 
billion or 101 percent. Of the total increase in private debt since 
1945, residential mortgages have had 55 percent. 

Whether or not the dramatic rise in proportion and total of resi- 


dential mortgage debt reveals an “adequate” supply of fund, it cer- 


tainly indicates the achievement of an increasingly dominant position 

over other types of mortgage financing, corporate bond financing, con- 
sumer financing, and other varieties of long-term private financing. 
In view of this performance and of the special competitive aenaniee 
that the Government has given the residential mortgage market, 
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might even be argued that other claimants for funds have been unduly 
stinted rather than the reverse, as is often stated. 

The special competitive advantages of the residential mortgage mar- 
ket are very real. It has a system of strategically located federally 
chartered savings and loan associations. It has a system of reserve 
credit and share account insurance for these associations, as well as for 
State-chartered associations that chose to seek membership. It has a 

25-year-old system of mortgage insurance for virtually a 1 classes of 
residential property and a special system of loan guarantees for home- 
buying veterans. In the Federal National Mortgage Association, it 
has a secondary market suet available to the originators of insured 
and guaranteed mortgages. I don’t know of any “other area in our 
whole credit system whiah has such a combination of special benefits. 

Although the result has been the substantial increase in volume de- 
scribed above, there has not been similar success in assuring continuity 
in the flow of funds from year to year. Further, in spite of the great 
contribution that FHA and VA have made to the establishment of a 
national mortgage market, their systems have always been more effec- 
tively utilized in metropolitan areas than in smaller places. Of the 
two, the problem of continuity of flow in point of time is more serious 
than that of the breath of flow geographically. And besides that, I 
think there is good reason to believe that if the causes of the wide year- 
to-year fluctuation in FHA and VA financing could be clidiuabed, the 
means would be readily at hand for improving geographic coverage. 

The frequency and violence of the fluctuations in postwar residential 
building activity are too well known to need elaboration here. That, 
since 1950, these fluctuations have been virtually confined to the part of 
activity influenced by the Government- -sponsored mortgage systems, is 
also now, I think, fully recognized. While conventionally financed 
construction has shown a notable evenness in volume through the 

various phases of the economic cycle, the instability that is character- 
istic of construction financed with insured and guaranteed mortgages 
has not been exceeded in any other important segment of our economy. 

I have not been able to find in the market itself any shift in forces 
of a magnitude to cause the violent changes in activity that we have 
witnessed. Furthermore, if it were a mere case of unruly market 
forces, it would be reasonable to expect that they would be felt through- 
out the market rather than be limited to the part served by the 
Government-sponsored systems. In fact, the very stability of con- 
ventional financing supports the view that the causes of instability 
elsewhere are to be found in certain characteristics of the Government- 
sponsored systems. I have endeavored to identify these causes as 
follows: 

The first point—and on this point I strongly agree with Mr. Hardy, 
if I understand him correctly—is the interest rate question, the fact 
that the interest rates have been determined in such a way as to not 
be in close accord with the market. It is especially noteworthy that 
where, as in conventional financing, interest rates have been free to 
move, the market has made its adjustments with only minor effects 
on the volume of activity. The rigidity of the FHA and VA rate 
structure, on the other hand, has resulted in rapid withdrawals or in- 
fusions of 7 gr depending on the current relationship between 
FHA and VA interest rates and interest rates generally. The close 
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inverse relationship between the general structure of long-term in- 
terest rates and the seasonally adjusted rate of the number of new 
houses started under the FHA and VA programs is indisputable. | 
have shown that in the chart which was published in my original paper 
in the study. 

In this connection I would like to say one thing that was brought 
up in Mr. Hardy’s paper. He points out that at times the actual y ield 
on FHA, taking into account discounts, has been presumably in some 
close relationship to market rates and that still the variation has taken 
place. The point I would like to make is that adjustments in yield 
through the discount system do not serve to create a flow of funds in 
the same way that a regular interest rate would bring about. 

Many institutions don’t like to deal with discounts, for many rea- 
sons. They think it is bad public relations. They have accounting 
problems with discounts, in that they are frequently forced to charge 
them off in a short period of time, then leaving them with a low rate 
later on. And I think they also recognize that there is a good deal 
of unfairness to borrowers in the use of discounts in the way that 
they have been handled. At any rate, I do not believe that the dis- 
count payment can be taken to either indicate what the true yield is 
in connection with mortgage investments or that it can serve as an ef- 
fective method of adjusting yields to market terms. 

A second reason for instability that I see is frequent change in 
mortgage terms. With the FHA system, hardly a year has passed 
since 1937 without some change in the terms governing insured mort- 
gages by either legislative or administrative action. Builders plan- 
ning a long-range project cannot predict the rules to which they may 
be subject when their houses are completed. Builders also tend, in 
face of prospective legislation, to hold up operations in hope of being 
able to build under more favorable terms or, in fear of some less favor- 
able situation, to rush their projects without primary concern with 
market conditions. 

My third point is that infusion of Government funds in varying 
amounts and at irregular intervals for purchasing FHA mortgages 
and making or purchasing VA mortgages also creates an unstable 
situation. Such opportunities, limited as they always must be in 
scope, cause immediate runs on the bank to take iiieons of the 
special opportunity, with almost certain letdowns when the funds are 
exhausted, and I think we are probably faced with such a situation 
at the present time. 

My fourth point is that the arbitrary limitations on the amounts 
of mortgage insurance authorized to be written result in frequent 
exhaustion of authority almost invariably at a crucial time in the 
building season. 

Fifth, inflexible restrictions on the amount of FHA’s earnings that 
may be used for administrative purposes, again frequently result 
in the inability of FHA to meet the demands upon it as the critical 
time of year. 

Sixth, the timing of official actions relating to interest rates, mort- 
gage terms, support operations, and insurance and expenditure auth- 
orizations generally occur according to the fortuities of the legislative 
year or to assumptions of political impact rather than according to 
the conditions in, or the requirements of, the market. 
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All these circumstances create a condition of great disruptiveness 
to the orderly flow of building and lending operations, to the develop- 
ment of an efficient housing industry, and to the satisfaction of the 
Nation’s vast demand for housing. 

Vital to improving the residential credit structure that the Govern- 
ment has devised is an understanding of its inherent nature and the 
purposes for which it was originally designed. The insurance of 
mortgages by FHA is essentially a business operation and, from a 
practical point of view, the guarantee of mortgages by VA is no 
Sot so. These activities affect the fortunes of thousands of builders 
and the decisions of thousands of financial institutions. They serve 
each year hundreds of thousands of homeowners and tenants. They 
are inextricably involved with all the forces of the marketplace. As 
business operations they must be operated in harmony with those 
forces rather than in defiance of them unless they are to be involved 
in the extremes of variability and undependability that characterize 
them today. The following suggestions are offered in behalf of the 
objective of a more steadily developing market : 

(1) The main step in promoting continuity and dependability in 
the supply of funds for FHA and VA mortgages is the freeing of the 
interest rates affecting these programs so that they may be fully 
responsive to the forces of the market. This action would prevent 
the periodic exclusion of home borrowers from access to funds: it 
would relieve home borrowers of the hidden and inequitable costs 
of mortgage discounts: it would permit building activity under the 
FHA and VA programs to share in the relative stability of conven- 
tional financing. 

(2) The housing statutes badly need simplification and codifica- 
tion. The accretion over the years of both statutory and administra- 
tive complexity is mainly the result of the efforts to strain a badly 
restricted credit. mechanism to do things of a special nature which, 
with more freedom in the determination of the interest rate between 
borrower and lender and of the mortgage insurance premium by 
FHA, might better be accomplished within a much simplified legisla- 
tive framework. What is required is a reduction of the elaborate 
FHA edifice to a simple structure providing, at most, one formula for 
the insurance of mortgages on one- to four-family dwellings, one for 
cooperative housing, and one for rental property, and permitting 
FHA wide latitude of administrative discretion to meet the broadest 
possible range of housing demand. If this were done, it should be 
possible to eliminate the special forms of FHA mortgage insurance 
and to allow the VA home loan guaranty system to expire at its pres- 
ent termination dates. 

(3) Going back to the late 1930’s, Congress has refused to relieve 
FHA from the necessity of annually making a plea for an increased 
insurance authorization. Congress has, however, never refused to pro- 
vide whatever authorization was considered ample for a year’s opera- 
tion, although the timing of the grant has often been unfortunate 
from the point of view of maintaining orderly activity. There is no 
sound reason why the authority of FHA to insure mortgages should 
be limited in any way, if the program were fully exposed to the influ- 
ence of movements in the general structure of interest rates. Should 
at any time abuses or excesses develop, or threaten to develop, from 
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this course, Congress has ample means for investigating and taking 
any corrective action indicated. 

(4) Section 1 of the National Housing Act as amended provides 
that the expenditures made by FHA in the necessary conduct of its 
business “shall not exceed 35 percent of the income received by the 
Federal Housing Administration from premiums and fees during the 
preceding fiscal year.” This is generally recognized as a sensible and 
practicable provision especially in view of the fact that FHA uses no 
Government funds. It was inserted in the statute in 1949 after years 
of unhappy experience for the express purpose of avoiding recurrent 
interruption in the FHA operation and hence in building activity. It 
has, however, been nullified by subsequent appropriations legislation. 
As a business operation, FHA requires sufficient flexibility in the ex- 
pansion of its organization, use of overtime, etc., to meet the contin- 
gencies that unavoidably arise. It cannot serve its purpose in any 
other way. The expenditure provision that is now in the statute 
should be made effective. 

(5) The certified agency plan, under which FHA is able greatly 
to reduce the time and cost of its processing, should be extended as 
rapidly as feasible throughout its operation, and may I also mention 
the cost incurred by lenders in making FHA and VA loans as a very 
important feature in this remote-area question. I think the CAP, if 
coupled with some flexibility in rate, would help very much to solve 
that problem. The present FHA procedural system is far too com- 
= to assure economical operation, especially in small places, and to 

e adaptable to the great volume of activity to be expected during the 
next decade. 

Sixth, the sometimes uneven flow of savings into institutional hands 
and the exigencies of institutional investment policy may produce 
situations in which an awkward disparity exists between the avail- 
ability of mortgage funds and the seasonal requirements of the house- 
building industry. There are also occasions when miscalculation of 
savings flow or other contingencies may produce legitimate needs for 
liquidation of portions of mortgage investment. portfolios. There 
may be other occasions on which a reasonably calculable increase in 
the availability of mortgage funds might be anticipated if the insti- 
tutional facility was present for doing so. 

It is doubtful in my mind, however, that FNMA or any similar 
institution could effectively and safely serve any other purposes than 
these outlined. Without massive recourse to the Treasury and with- 
out greatly. accentuating the financing problems of the Treasury, 
which itself cannot escape the requirements of the money market, ex- 
cept at peril to monetary stability, no such institution could do more 
than was intended for FNMA to do in the 1954 legislation. 

In that connection Mr. Hardy has mentioned the desirability of 
using Fannie Mae or a similar institution producing securities for 
pension funds. My own feeling is that the pension fund market can 
be served more simply and economically without this type of opera- 
tion. It is an area in which much experiment is being conducted at 
es and I think these experiments need to be watched very care- 

ully. 

My own view is that the only problem with pension funds is the 
problem resulting from the present incompatibility of the yield in 
FHA and VA mortgages with market conditions. 
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Therefore, my conclusion is that before dubious and possibly 
hazardous innovations in the mortgage credit system are undertaken, 
it would seem wise first to test the results of a less inhibited mortgage 
insurance system operating with appropriate flexibility in a free 
market. 

The results would, in my opinion, be as noticeable in achieving bet- 
ter geographic coverage as they would be in lessening the fluctuation 
in the flow of funds. The problems of doing business at a distance 
from metropolitan centers get down to matters of cost and com- 
plexity. With the inducement of a marketable interest rate and with 
the other impediments on the flow of funds removed, there is every 
reason to believe that remote areas would receive ample supplies of 
funds. In fact, the demonstrated willingness of financial institutions 
to make special efforts to this end through the voluntary home mort- 
gage credit program gives assurance that this would be so. 

I believe that our mortgage problems are less severe than we tend 
to make them out to be. In the Federal Home Loan Bank System, 
the Federal Housing Administration, and the Federal National Mort- 
gage Association, we have the elements of a permanent system of 
residential mortgage financing well designed to meet our institutional 
needs. 

We have seen fit to allow the bank system to do its job with com- 
plete access to and without any special shelter from the free market. 
The results in growth and stability are among the great achievements 
of the postwar age. With the FHA and also with the VA loan 
guarantee system (which presumably still is not to be considered a 
permanent element of the credit structure), we have done the oppo- 
site, imposing at every turn artificial obstacles to performance and 
then seeking through FNMA or direct lending to compensate for the 
resulting difficulties in ways that usually have aggravated rather than 
remedied the condition. 

The need today is to recognize the potential of the institutions we 
have already at hand, and, by removing the obstacles, to allow them 
to operate so as fully to realize that potential. 

Thank you. 

Senator SpARKMAN. Thank you, Mr. Colean. 

Our next witness is Mr. Robert E. Scott, a realtor of New Jersey 
and who has had long experience in the real estate brokerage and 
mortgage business. 

Mr. Scott, before you begin on your paper, let me say that I am 
going to leave the committee in order to attend a very important 
executive session of the Foreign Relations Committee. Senator Wil- 
liams of New Jersey is here, and I have asked him to take charge for 
a minute. : 

I regret very much that I shall not be here to hear all of the dis- 
cussions. I do hope you will have a lively discussion. I will say 
that I have been very impressed with the two papers so far. Mr. 
Scott, I will read your paper, and I will read the papers presented 
by the other witnesses. 

I may say to you that we have been having, I think, some very fine 
hearings on this general subject of mortgage credit for the years that 
lie just ahead of us in the housing field. I am grateful to all of 
those who have taken the time and the effort to get this information 
to us, to make the fine recommendations that have been made. 
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I regret that I shall have to leave the committee at this time. If I 
get an opportunity to get back, I will do so. I will turn the chair 
over now to Senator Williams. 

Senator Witiiams. Thank you, Mr. Chairman. 

I am certainly happy that I have the opportunity to preside when 
my good friend from Elizabeth, N.J., Mr. Scott, is bringing his broad 
unde: srstanding of housing to bear on the specific questions before the 
committee. I know, Mr. Scott, you have been helping Congress for 
many years, and it is always good to have you here. So proceed in 
your own way. 


STATEMENT OF ROBERT E. SCOTT, PRESIDENT, R. E. SCOTT 
MORTGAGE CO., ELIZABETH, N.J. 


Mr. Scorr. Thank you, Senator. I hope I have been helping. 

I appreciate the opportunity of summarizing the monograph, print- 
ed in the Study, which I prepared at the request of James B. Cash, 
Jr., staff director of the Subcommittee on Housing of the Committee 
on Banking and Currency, responsive to the question: 

In what ways could the programs administered by the Federal Housing Ad- 
ministration, the Veterans’ Administration, and the Federal National Mortgage 
Association be supplemented or modified to increase and to improve the dis- 
tribution of the pool of credit available for new construction? What can be 
expected from FHA’s certified agency program as a factor to change the size 
and distribution of this pool of credit’ 

Since roughly 70 percent. of all residential real] estate transactions 
involve existing houses, as the American family constantly seeks to 
improve its housing standards, and more than 50 percent of those 
purchasing new homes must sell an existing house first, I have di- 
rected my remarks to the larger goal of home fin: uncing in general, 
whether it be for new or existing construction. 

There is no longer any question that the Federal Government can 
and must play a vital role in the field of mortgage finance if private 
enterprise is to attain its maximum potential in meeting the housing 
needs and aspirations of all of our people. 

While FHA, VA, and FNMA have cooperated in extending the 
advantages of homeownership to a greater number of American 
families, upgraded standards of housing, contributed to the creation 
and maintenance of high employment, leveled to an appreciable degree 
peaks and valleys in the real estate market, benefiting not only the 
housing industry but our entire economy, there are many ways in 
which these programs can be improved. 

I believe the changes I recommend would sharpen the home financ- 
ing tools wielded by these agencies and thereby attract increased par- 
ticipation of private investment capital. 

First, I would like to talk about the Federal Housing Administra- 
tion. The maximum insurable mortgages on one-to-four-family 
houses are completely unrealistic in the light of present-day cireum- 
stances and deprive many families of the opportunity of improving 
their living conditions, thus forcing many mortgagors to accept higher 
downpayment, shorter term conventional financing, frequently. ac- 
companied by high-cost second and even third mortgages. Inasmuch 
as FHA will not underwrite a loan unless the applicant proves he is 

capable of meeting the resulting carrying charges, the maximum in- 
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surable mortgages should be increased in accordance with the follow- 
ing schedule: On one family, to $30,000; two families, to $30,000; 
three families, to $30,000; four families, to $40,000, and on section 222 
sn servicemen’s loans, $20,000; and 203(i), $9,000. 

With respect to section 203(1), in addition to increasing the maxi- 
uum insurable amount to $9,000, the standards applicable to section 
203(1) loans should be exte nded to the e *xisting house. 

With respect to servicemen’s loans, section 222, in order that career 
service personnel may benefit from the advantages of section 203(1), 
the standards should be extended to section 222 financing where th 
mortgage does not exceed $9,000. 

The present one-half of 1 percent per annum mortgage insurance 
premium materially increases the monthly carrying charge and is in 
excess of the amount necessary to maintain the integrity of the FHA 
insurance fund. Further, the system involves additional mwencey 
ing for both the investor and the FHA which could and should be 
eliminated in favor of a single payment advance premium which could 
be paid at closing or capitalized by increasing the maximum insur- 
able amount. 

Except for the frequently unrealistic interest rate, no other factor 
offers more resistance to the investment of capital in FHA loans than 
the procedure involving the payment of claims on defaults by deben- 
tures, rather than in cash. Investors are understandably reluctant to 
invest in a security bearing, for example, a 514 percent coupon 
which may result in later conversion to a 34 percent debenture. FHA 
is in a strong financial position, fully capable of meeting all claims in 
cash, and the debenture system should be scrapped. 

FHA allowances for foreclosure and other costs of acquisition fol- 
lowing default are entirely inadequate, and, in effect, reduce the 100 
percent guarantee to a figure between 95 and 98 percent. FHA 
being paid to fully insure the amount invested by the mortgagee and 
should fully honor all legitimate and usual claims. 

One of the chief criticisms of the program is the redtape and the 
processing time involved in obtaining an = A commitment. It 
would be impractical to augment the FHA staff to accommodate peak- 
loads, but the delays seasonally encountered discourage use of this ex- 
cellent financing tool. The certified agency program, which permits 
an approved lender to process applications i in his own office with the 
use of FHA-designated fee appraisers, has proven eminently successful 
in those areas where it has been tried. Since it has been demonstrated 
that the principle is sound and the modus operandi entirely practical, 
the program should be extended to all communities in ever y section of 
the country. 

When the monthly payment is not received within 15 days of the 
due date, VA allows the mortgagee to charge a 4-percent late charge, 
and custom dictates a 5- to 6-percent late charge on conventional loans, 
to compensate for the additional clerical and collection work involved. 
FHA allows only 2 percent. While this isa minor matter, increasing 
the late charge to 4 percent would bring it into balance with the VA 
rate and more nearly in line with the practice on conventional loans. 

FHA imposes a 1-percent penalty for prepayment which FHA 
retains. Since it is the lender who loses the investment he contracted 
to make for a specific period of years, when he might have made a 
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nonrefundable investment in some other security, the lender should 
be permitted to retain this prepayment penalty, which is a custom in 
connection with conventional loans. 

National banks, by limitation of Federal law, may invest no more 
than 60 percent of their time and savings deposits in mortgages. VA 
loans, only partially guaranteed, are exempted from this restriction ; 
100-percent-insured FHA loans are not. Exemption of FHA loans 
would encourage a great many national banks, either at or nearing 
their 60-percent limitation, to invest in this type of paper. 

The sale, of a brandnew house, or the purchase of a more appropriate 
existing house is frequently dependent upon the purchaser’s ability 
to dispose of his present home. Uncertainty as to the price he will 
net, delays and difficulties mcident to financing the owned home dis- 
courage many would-be purchasers from making the move. This con- 
dition can be remedied by improving the trade-in machinery. Rather 
than limit the maximum mortgage to 85 percent of the amount to 
which an owner occupant would be entitled, the builder or broker 
should be allowed the maximum insurable mortgage on the trade-in 
house, provided 15 percent is escrowed until the property is resold to 
al owner occupant. This would save the eiehieada time and ex- 
pense involved in processing an FHA loan to the dealer, than a higher 
ratio loan later on to the ultimate consumer. 

The greatest deterrent to universal participation in the FHA pro- 
gram is the arbitrary, inflexible, and frequently submarket interest 
rate. No formula can be devised which will insure a par market for 
FHA loans at all times on all types of residential property in every 
section of the country. The discount device is abhorrent to money 
lenders and breeds distrust and abuse. The interest rate should be 
allowed to fluctuate with the dictates of the market, within the present 
statutory limit of 6 percent. A competitive rate would make Treasury 
support of FHA loans via FNMA unnecessary, completely eliminate 
any excuse for special assistance programs, and channel billions of 
dollars of vitally needed capital into the housing market. 

FHA has made a tremendous contribution to the housing industry 
and the public during the past 25 years and, with suitable changes 
reflecting altered conditions, can continue to provide a sound, sensible, 
and subsidy-free financing vehicle available to virtually every citizen. 
But the FHA cannot fully discharge its obligations when faced with 
recurring crises in the availability of authorization to commit. Since 
the FHA has never cost the taxpayers a cent, managing to live en- 
tirely within its own income while paying all just claims and accu- 
mulating reserves of now, I understand, more than $600 million, FHA 
should be granted sufficient underwriting authority to function with- 
out interruption and without being held “hostage” for controversial 
welfare legislation of very questionable value. 

Now, with respect to the Veterans’ Administration, since the incep- 
tion of the VA home guarantee program more than 514 million veter- 
ans have been able to secure satisfactory housing for their families 
on terms they could afford. The remarkably low percentage of de- 
faults—less than 1 percent—attests the soundness of the plan and the 
iniversal appeal of homeownership. Despite the fact that nearly half 
these purchasers paid nothing down and in many cases were unable 
to satisfy in cash even the closing charges, 99 percent have still man- 
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aged to meet their monthly obligations, demonstrating anew that 
buyers will fight to protect the precious privilege of homeownersehip, 
regardless of the amount or lack of cash equity. 

Nevertheless, it is my considered belief that the program has served 
well its purpose and that the FHA plan can be alle amended to 
accommodate those remaining veterans who have not seen fit to use 
their GI home purchase rights. 

However, if the VA program is extended, then certain changes 
should be made to insure that extension does not prove a cruel hoax. 

Congress cannot legislate private capital into any investment that 
does not compete with paper offering a higher net yield with equal 
safety. Competition from high-grade bonds, stocks, debentures, com- 
mercial paper, FHA and conventional mortgage loans is rapidly rele- 
gating the VA mortgage to a position of desperate inferiority. The 
discount device is an unsatisfactory solution and presents even greater 
difficulties because of the substantially increased ‘“‘points” necessitated 
by the 434-percent rate, one-half percent below even the FHA rate. 

The interest rate on VA loans should be permitted to fluctuate with 
the market, under a statutory ceiling of 6 percent. 

Another deterrent to the success of this program is the cumber- 
some, abnormal length of time it takes to process a case through a 
VA regional office. Increased personnel is not the answer, since a 
staff sufficient to handle peakloads might fall idle during slow sea- 
sonal periods. There is no reason why the certified agency program 
could not be extended to the VA, limited to lenders qualified by VA 
certification. 

In order to obtain construction money, many builders find it neces- 
sary to process their entire tract through FHA, which means an ad- 
vance fee of $45 per house, of which $25 is refunded when the house 
is sold and the buyer qualifies for an FHA-insured mortgage. While 
VA will accept FHA construction inspections, VA insists upon mak- 
ing its own valuation or panel appraisals, for which the builder pays 
duplicate fees. This added expense, plus the further redtape and 
delay, influences many builders to offer their homes on FHA and con- 
ventional terms only; the veteran purchaser who cannot meet these 
terms is thereby excluded. VA should accept FHA valuations. It 
is ironic that virtually the same fee appraisers used by VA are also 
employed on a fee basis by FHA. No point is served by requiring 
one underwriting agency to duplicate the appraisal process already 
completed by another. 

With respect to FNMA, or Fannie Mae, as it is popularly called, it 
was intended to provide a degree of liquidity for FHA and VA loans 
which would smooth the flow of money into these programs. 

The venture has been partially successful but can be vastly improved 
without expense to the taxpayer. 

It is fortunate that the provision requiring Fannie Mae to pur- 
chase “special assistance loans” at par has expired; it is hoped that 
this type of support will not be renewed by the 86th Congress. Fannie 
Mae already cc ample discretionary authority to accord favorite 
treatment to those programs deserving temporary support, such as 
the waiver of stock purchase and handling fee, the issuance of advance 
commitments, and so forth. 

FNMA was intended to operate as an emergency facility supple- 
menting the private mortgage market only in periods of stress. It 
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was not intended to, nor should it, supplant private investors in the 
field of FHA and VA mortgages under the guise of “special assist- 
ance” or any other catch phrase. Permitting FHA and VA interest 
rates to rise and fall with the market would obviate the necessity for 
such far-reaching Government debentures into the private market, ex- 
emplified by the billion-dollar par purchase program approved i 
the Emergency Housing Act of 1958. 

FNMA will a handle any loan In excess of $15,000, a purely ar- 
bitrary figure. Under the suggested warehouse arrangement, which 
I will subsequen ly discuss, mortgages in any amount insured by FHA 
or guaranteed by VA would be eligible as security for loans. 

A constantly diminishing number of new house purchasers are “first 
time” buyers, and the bulk of today’s prospects for new homes must 
market an existing property first. KFNMA’s preferential treatment 
of FHA and VA loans on new or nearly new houses militates against 
the homebuyer who would like to purchase a new house but cannot 
quickly or advantageously sell his present residence because the same 
convenient terms are not available to his buyer. FNMA admits that 
9%) percent of its mortgage acquisitions are secured by liens on houses 
5 years old or less: only 10 percent are on houses over 5 years old. 
The proposed warehouse arrangement would anticipate accordin 
equal dignity to FHA and VA loans on existing houses, but if FNM: 
is permitted to continue buying mortgages, then FNMA should ad- 

van _ -commit to purchase loans on existing, as well as new houses. 
Under the present procedure, uncertainty as to whether FNMA will 

uurchase an FHA- or VA-guaranteed mortgage on an existing house 

often results in the mortgagee insisting upon conventional terms, thus 
denying the purchaser the more comfortable FHA or VA payments 
and perhaps subjecting him to the hazards of secondary financing. 
By facilitating the financing and sale of more existing homes, FNMA 
would stimulate the market for new construction. 

In order to permit FNMA to function without interruption, its bor- 
rowing power should be increased from 10 to 15 times its capital, 
capital surplus, general surplus, and undistributed profits. 

Recurrent upheavals and crises in the real estate market could be min- 
imized and perhaps completely eliminated by reconstituting FNMA 
as a mortgage discount bank, functioning as an occasional warehouse 
facility until the b: wnking industry and the secondary mortgage market 
could again operate normally. ‘FNMA should be permitted to ad- 
vance-commit to warehouse unsold FHA and VA loans for a period 
of 1 year, advancing the borrower 95 percent of the reasonable market 

value established by FNMA. The interest charged should be one- 
half percent less than the interest called for by the mortgage; the bor- 

rower would pay a nonrefundable 1 percent commitment fee and 
purchase 1 percent in FNMA stock. All borrowings would carry 
full recourse against the borrower; participants would be limited to 
FHA chartered institutions. To avoid withdrawal from FNMA and 


dumping on a possibly still-depressed market at the end of a year, - 


the wartioonne term could be extended for another year, upon pay- 
ment of an additional one-half percent fee. 
That concludes my recommendations, Senator. 
Senator Witiiams. Thank you very much, Mr. Scott. 
Your testimony does raise a few questions, but before we get into 
that, Mr. Colean indicated that he wanted to comment, I believe, on 
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Mr. Hardy’s testimony. Perhaps this would be a good time for any of 
you gentlemen to comment on each other’s proposals. 

Mr. Co.ean. I believe I have really. done so in the course of my re- 

marks. The only point I wished to make was that I doubt the pos- 

sibility of ests ablishing any formula or any system of administrative 
control in the interest rate area beyond setting a 6 percent maximum 
as Mr. Scott has suggested. I would even take my chances without 
such a limit on the theory that the competition in this area is suffi- 
cient to prevent excesses developing that would be beyond control 
through FHA’s authority to determine what is and what is not an 
acceptable mortgage. 

The other point that I wanted to make was that I did not feel, as 
Mr. Hardy does, that quite so much can be accomplished with a central 
mortgage facility but that we had better first see what we can accom- 
plish ‘by the more simple devices of freeing our system and permitting 
FHA to work with fewer interruptions. 

Senator Wiiuiams. Are there any other comments the gentlemen 
have ? 

Mr. Scorr. I have a question, Senator, I would like to ask Mr. 
Hardy, if I understand him correctly, he felt that perhaps coinsur- 
ance of the FHA loans might be a desirable thing. I can’t agree with 
that. I agree with everything else Mr. Hardy “said, but I feel this 
would be an impediment to FHA if they were on coinsurance. I ee 
see any necessity for it. FHA is being paid a substantial fee and, 
my opinion, excessive, and there is no need for coinsurance. 

Mr. Corgan. If you had the coinsurance, you could reduce the 
fees 

Mr. Harpy. Yes. This is one point, and as I said, actually my 
suggestion for one of the possibilities for an extension of the certi 
fied agency program principle was to introduce an element of coin- 
surance, and I say so for this reason: I have, frankly, been very con- 
cerned in terms of reports which have come to me, in most cases from 
builders actually operating in the field, who have told me—and I think 
probably souarebal? so—I trust this is not a widespread state of 
affairs—that identical houses would receive a valuation under the 
regular FHA program which was exceeded by anywhere from $1,000 
to $2,500 under the certified agency program. This, to me, is a danger 
signal which cannot be overlooked and I think stems entirely from 
the fact that when authority of this sort is delegated, we run the risk 
of this kind of an activity. I am afraid it is inherent in the govern- 
mental process. I simply suggested that if we are to delegate that kind 
of authority in order to eliminate the type of redtape, extra processes, 
expenses, and so forth, which have been mentioned here, there is no 
reason, in my mind, at least, why the lending institution given that 
type of authority should not be willing to bear part of the risk. 

Mr. Scorr. I don’t think that the coinsurance feature is going to 
prevent the abuses that you talk about. I think that FHA is per- 
fectly capable of policing its own business. After all, the privilege of 
making CAP loans is not automatic. The fact that FHA extends 
the CAP program to a certain area doesn’t automatically make eligble 
every FHA-chartered institution. You must qualify additionally, 
besides the holding of an FHA charter. You must also be certified 
as a certified agent, and the privilege of doing business on that basis is 
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so valuable that I think the lenders would be inclined to be more 
conservative than they otherwise would be in fear of losing that real 
competitive advantage. 

Mr. Casu. Is your firm certified, Mr. Scott ? 

Mr. Scorr. No, we do not have certification yet. We are one of the 
first who made application in New Jersey. We are hopeful that it will 
be extended to three counties. The northern district director has 
stated that it will be extended to Hunterdon, Sussex, and Warren 
Counties. when the FHA authorization is obtained. Of course, it 
would be academic at this point to extend the CAP program because 
the FHA is going to run out of money any minute. 

Senator Wituiams. I was going to ask you how broadly the CAP 
program is used. Do you know how many States have it / 

Mr. Scorrt. I believe it is 21 States, Senator, at the present time, and 
the only reason that it hasn’t been extended, in the words of the Com- 
missioner, is because it would be futile to do so right now when it would 
generate more business and they wouldn’t have the authorization to 
handle it. But it is the intent, I believe, to extend it nationally ona 
progressive basis just as rapidly as they can train their district direc- 
tors and staffs to handle the increased volume and they can also orient 
their fee appraisers and the people whom they charter as certified 
agents. It won’t be done ina blan set way across the entire country, it 
will be done progressively. 

Senator WiiuiaMs. I think perhaps we should have the record re- 
flect the present extent of CAP under this program. 

(The information referred to follows) : 


FEDERAL HOUSING ADMINISTRATION 
Certified agency program test areas 


Alabama—Entire State.’ 

Arizona—Entire State.’ 

Colorado—Entire State. 

Florida—Tampa insuring office jurisdiction (except Brevard, Hillsborough, 
Orange, Pinellas, and Seminole Counties), central portion of State. 

Illinois—Entire State.” 

Iowa—Entire State (except city of Des Moines). 

Kansas—Entire State (except Johnson, Wyandotte, Douglas, Shawnee, and 
Sedgwick Counties and the cities of El Dorado, Hutchinson, Junction City, 
Manhattan, Newton and Salina). 

Maine—Entire State.” 

Michigan—Entire State.* 

Minnesota—Entire State (except cities of Minneapolis and St. Paul). 

Mississippi—Memphis insuring office jurisdiction, northern 10 counties. 

Montana—Entire State. 

New York—aAlbany insuring office jurisdiction, central and upstate portion of 
State. 

North Carolina—Entire State.’ 

Oregon—FEntire State (except city of Portland). 

Pennsylvania—Philadelphia insuring office jurisdiction (except city of Philadel- 
phia), eastern portion of State. 

Tennessee—Memphis insuring office jurisdiction (except Shelby County). 


Texas—Lubbock insuring office jurisdiction (except city of Lubbock). (NoTE.— 


Cities of El Paso and Amarillo eligible for existing construction only.) 
Virginia—Entire State (except Henrico, Norfolk, and Princess Anne Counties 
and area north of Falling Creek in Chesterfield County, and the cities of Roan- 
oke, Salem, and Vinton in Roanoke County). 
Washington—Seattle office (except cities of Seattle and Tacoma). 





1 Limited to towns of less than 15,000 population. 
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Certified agency program activity, secs. 203 and 222, during April 1959 and 
cumulative Apr. 30, 1959 















































Insuring office Month of April 1959 | Cumulative Apr. 30, 1959 ! 
| i | 
Commitments} Mortgages | Commitments| Mortgages 
issued | insured issued | insured 
Name | Effective oe oe ca i ae ok 
date | | | | | | 
| New | Exist-| New | Exist-| New | Exist- | New | Exist- 
| | ing | ing | ing ing 
' | 
Alabama: Birmingham. ---- Mar. 27,1958 | 20| 43 25 52] 195| 416| 74 274 
Arizona: Phoenix ..-.-..--.| Oct. 1, 1957 | 15 | Oe hcndencat 60 | 266 | 463 115 240 
Colorado: Denver -.---| Mar. 27, 1958 | 47 271 | 59 | 232 777 | 4,411 406 2, 764 
Florida: Tampa---..-..---- June 4, 1958 | 65 52 | ad 47 657 | 406 | 273 240 
Illinois: | | | | 
Chisago 2. ...........c..) Mer. 97,1088 | 13 25 | 4 | 16 195 | 454 | 28 | 270 
ae Bt Oct. 1, 1957 5 | 51 | 6 62 | 172 | 76 | 7 847 
Iowa: Des Moines i --| June 4, 1958 | 54 | = =229 | 29 224 368 1, 737 | 7 957 
Kansas: Topeka-.-_-_-.--- --} Oct. 1, 1957 | + 15 7 | 20 138 | 458 | 7 | 385 
Maine: Bangor. --- Mar. 27, 1958 |....--- Pa cicas can Wil veccses WP fatcsces 49 
Michigan: | 
a ee ee eee ee 1 | Selec 11 1 | (4.522... 23 
Grand Rapids. ___--- ..-| Oct. 1, 1957 | ay 1/ 12] 32] 22981) 1] 223 
Minnesota: Minneapolis... June 4, 1958 |_____-- | 66 | 0) Wi 2 573 | 17 343 
Montana: Helena___._-.---- | Mar. 27, 1958 16 61 | 4) 43) 73 504 | 16| 358 
New York: Albany-.-.---.--- Oct. 1, 1957 | 1 | 12 1 | 13 22 | 318 | 10 | 272 
North Carolina: Greens- | | | | | | 
Ee ee ee do ----| 37; S86) 41 58 432 | 814 181 | 633 
Oregon: Portland __.--~--- -| Mar. 27, 1958 | 9; 14 7 164 269 | 2,472 80 1, 549 
Pennsylvania: Philadelphia_| Oct. 1, 1957 | 7| 267 | 3| 137 101 | 4,021 62 | 2,535 
Tennessee: Memphis.......| June 4,1958| 3] 17| 5| 22| 45/ 170] 21 142 
TORO: SANDUOON oe ook he a GBs a=] 185} 137] 30] 66] 515; 730) 42) 3&8 
Virginia: Richmond --...-- Cac ee 11| 89| 242) 792 39} 575 
Washington: Seattle.__...-- Sa a do ----| 2| 138 | 14 151 | 75 | 1,273 | 27 | 854 
CS alii che 2ii) ----| 512 | 1,746 | 350 | 1, 554 | 4,635 | 21,372 | 1,602 | 13, 881 
| | 1 i 


‘ Includes adjustments. 
? Includes sec. 222 cases. 


’ One institution authorized as agent for minority group housing prior to this date. 


Source: Federal Housing Administration, Division of Research and Statistics, Statistics Section 


Mr. Scorr. Incidentally, it has been working very well from all 
reports from everyone with whom I have talked. Both the industry 
and FHA are very enthusiastic about the results accomplished. It 
has extended the benefits of homeownership to many sections that 
previously were not available for FHA financing. 

Senator WiiuiaMs. Is the program used more in rural areas than 
more settled areas? 

Mr. Scorr. That was the original intent, but, of course, there is 
no reason why, if the philosophy is good, it should not be extended 
to the metropolitan areas, too, but there is where you have our great- 
est logjams in processing. It takes, on occasion, as long as 2 months 
to process a case with FHA on existing construction. There are no 
problems of inspection as you have on new construction with an exist- 
ing house, but they get jammed up in seasonal periods. 

Mr. Covean. Might I add, it is being used in metropolitan areas 
in Colorado and I think Idaho and Montana. Denver, at least, has 
the benefit of the system. 

Senator Wiuuiams. Perhaps this question I am raising now has 
been covered, but I think it might be well to hear from you gentle- 
men, if you would care to comment, on what happens in the home- 
building industry in a period like the one we are in now when FHA 
is running out of authority and nobody knows exactly when legisla- 
-tion will be passed to again restore insurance authority. 
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Mr. Scorr. FHA is issuing what they call agreements to insure. 
Previously they issued additional commitments which were firm in 
the sense that wher a Qa lal) ified buyer was obtai ined, the FHA would 
igree to insure. Because of the imminence of their running out of 
uthorization, I think it was early last fall they resorted to this 
agreement to insure, which is the same thing with a string to it 
that they will insure providing they have the authorization. 


hey have several billions of dollars—I think it is $3 billion- 
n that type.of agreement outstanding, and as time goes on and those 
properties ‘are sold and et alified buyer appears, FHA is going to 
be hard put to find the authorization to meet those commitments. 
They won't be able to meet them unless, of course, Congress authorizes 


an increased authorization. 

Senator Winiiams. Do you have any opinion on the amount of 
increased authorization that is needed now for orderly growth in 
homebuilding ¢ 

Mr. Scorr. I think the Congress should authorize $10 billion. After 
all, this is a completely self-supporting, nonsubsidy progr am of very 
real worth to the economy and to the American public, and since 
the Government’s contingent liability is so aad I don’t think it 
really makes very much difference whether you authorize $10 billion 
or $20 billion. 

Mr. Cast. Perhaps we could get back to Senator Williams’ origi- 
nal question by referring to Mr. Colean’s paper where he lists as one 
of the prob lems, “Arbitr: ary limitations on the amounts of mortgage 
nsurance authorized to be written” by FHA. I would like to ask 

has this ever actually been a critical situation, Mr. Colean, 
n your long experience ¢ 

Mr. Corean. Apparently it has. I think it was true that last year 
FHA did run into a jam and had to go on a day-to-day basis. 

Mr. Cas. But what effect has it had upon the plans of builders 
and lenders ? 

Mr. Corgan. Those things are very hard to measure, Mr. Cash, but 
my impression is that it as least tends to cause builde ‘rs to rush their 
operation while they think they can get under the wire and maybe 
to act in reference to that rather than in reference to demand as 
they might see it. If they think FHA is going to run out ¢ and they are 
not going to be ab le to get through in time, I should think the tendency 
would be to cause them to slow up a little. 

Mr. Casn. Did you have a comment on that, Mr. Hardy? 

Mr. Harpy. There is no question that when a period of time comes, 
as it has many times in vears past, where FHA authorization is getting 
down to the end of the line and it is necessary to impose administrative 
controls in terms of rationing or even by adopting what the British 

eall M a or “moderate administrative del: ay, “this does have an effect 
on the ability of builders and lenders to do an orderly job of business. 

Th » real question you are asking is this: “Has there yet come about 
in 25 vears a time in which authorization actually ran out and FHA 

"as etter the with the very real problem of what to do in terms 
of ‘alling a halt to things?” “This has never yet happened. It is 
more a question of administrative delays and difficulties which, as 
Mr. Colean suggests, are hard to measure. But the husbanding of 
resources, particularly since last fall, through the device which was 

adopted by the FHA at that time, indicates, I think, without regard 
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to the merits of the question for the moment, that there is a great 
deal more flexibility in this business of availability of authorization 
thi - I think any of us suspected. 

I do feel, however, from the standpoint of the orderly operation 
of both FHA and for the lending and building institutions which 
utilize its services, that it makes only good commonsense for there to 
be sufficient authorization at all times, at least to run for a year ahead. 
Builders like to make plans at Jeast for that length of time. As to 
lenders, it certainly would simplify the task for the FHA. 

Mr. Casu. Should the subcommittee understand that you, Mr. 
Colean, and you, Mr. Hardy, are satisfied with the interest rate pro- 
visions in the FHA section 203 program, where FHA has the ability 
to operate under a 6-percent ceiling, but you, Mr. Scott, would like to 
change that in some way ? 

Mr. Scorr. I would like to remove the discretionary power that the 
Commissioner holds. I don’t think that he should have the right to 
arbitrarily fix the interest rate within a 6-percent ceiling, because what 
may be effective in one part of the country is completely unrealistic in 
another part of the country. So the tendency is to try to draw a 
mean. If, for example, a 534-percent rate would be an effective rate 
at par in Texas or California or Michigan and a 5-percent rate, for 
example, or a 514-percent rate might be effective in New England, 
then the tendency would be to fix it somewhere between 514 percent. 
So it is too much in one place and too little in another, 

Mr. Cotran. Mr. Cash, may I just correct an impression, if there 
is an impression, that I am satisfied with the present system in the 
FHA Act? I would like to make clear that that is not the case. I 
should agree more closely with Mr. Scott, and as I think I said, I 
would take my chances on lifting the ceiling entirely. 

Mr. Casu. Mr. Hardy, am I correct, then, that you have a slightly 
different view from them ? 

Mr. Harpy. I do. I don’t think I disagree with either of these 
gentlemen in the importance of making certain that at all times the 
interest rate on FHA, and VA mortgages for that matter, be estab- 
lished with full recognition of the forces that play in the market. 
This, to me, on the basis of the experience which FHA had for some 
20-odd years of establishing administrative ceilings from time to 
time—and knowing something about the manner in which this was 
done and the success with which it was accomplished—means that our 
real troubles have come about in the days which have followed since 
the establishment of a fixed ceiling program at 4 percent in the case of 
the GI program. For a lot of reasons this is as familiar to you as 
tome. The problems of trying to coordinate the effective yields on 
the two programs, and the fact that there was a statutory ceiling on 
the GI program has been the real root cause of our trouble. I would 
think that if the same formula existed in both laws—and I would not 
take away the discretionary authority to administer the programs if 
conditions should necessitate it from time to time, of establishing 
lower ceiling than the statutory maximum in the law, if conditions 
should warrant, it would be better. 

Mr. Scorr. I would like to ask a question, then, of Mr. Hardy. 
How are you going to cure these peaks and valleys in the mortgage 
market if you allow the Commissioner or the Administrator of Vet- 
erans Affairs to have discretionary power? It has been proven time 
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and time again that the interest rate was unrealistic with respect 
to a large part of the country, even though it might be realistic in 
New England or some other section. 

Mr. Harpy. I would simply establish the administrative ceiling 
at a level which would allow the program to operate throughout, al- 
lowing modest discounts to take care of whatever differentials there 
might be across State lines, and so forth. 

The trouble has been we have had no effective administration of the 
authority already granted in the FHA Act and have been completely 
unable to exercise any administration in the VA program because of 
an unrealistic ceiling figure. 

Mr. Scorr. I think the principal difficulty has been a question of too 
little and too late. We have had constant increases in the FHA rate, 
but they have always come 6 or 8 or 9 months after the market has 
already dictated a higher rate, so that by the time the discounts build 
up to the point where they become really large, then the Commissioner 
finally increases the rate, and this is not a realistic way of running a 
railroad. 

Mr. Harpy. I would not disagree at all with this evaluation of the 
way in which it has been administered. 

Mr. Casn. Is there general consensus here that it might be wise for 
the Congress to let the VA home loan guarantee program die at its 
present terminal date. 

Mr. Cotean. That would be my view. 

Mr. Scorr. Mine, too. 

Mr. Harpy. It would certainly be mine. 

Mr. Casn. And that the FHA program could serve this general 
need for veterans as well as for nonveterans ? ' 

Mr. Harpy. I would certainly think so. 

Mr. Cotean. I would agree. 

Senator Witu1amMs. What is the present experience in the VA guar- 
antee program? Are the lending institutions availing themselves 
of it, or neglecting it for better yields ? 

Mr. Scorr. In New Jersey there is virtually no VA money at all 
on VA terms. A long-time depositor in a bank can obtain a VA 
loan, but in most cases they have purely arbitrary restrictions. In- 
stead of no downpayment, they require 20 or 25 percent down, sub- 
stantially in excess of the FHA minimums; instead of a 30-year term, 
a 20-year term, so that we really have no VA terms in New Jersey 
to speak of. There are still some old, outstanding commitments, and 
builders are building under those, but as far as new construction and 
new programing of VA loans is concerned, there is very little of it 
because of the excessive discounts. 

Senator Wiii1ams. How long has that condition prevailed in New 
Jersey ? 

Mr. Scort. It has been since last fall, late summer. 

Senator Wituiams. I have material which I shall place in the 


record on maximum interest rates on FHA and VA mortgages. I 


understand the maximum interest rates on VA-guaranteed mortgages 
have changed only two times since the program began, May 5, 1953, 
when the maximum rate was increased from the original 4 percent to 
414 percent, and again on April 4, 1958, when it was increased to 454 
percent. There is legislation now pending which would increase it 
again to 514 percent. 
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Mazimum interest rates under the VA programs 





Statutory limits | Administrative limits 








Date Percent | Date | Percent 

Guaranteed loans: 

1. Public Law 346, 78th Cong. ................... June 22, 1944 | 4 | June 22, 1944 | 4 

2. Public Law 001, 80th Cong.................... Aug. 10, 1948 444) May 5, 1953 ! alg 

3. Public Law 364, 85th Cong. _..............-_.- Apr. 1,1958 4% Apr. 4,1958 4% 

4. Public Law 73, 86th Cong. .................... June 30, 1959 | 5%) July 2, 1959 5\% 
Direct loans: E | 

i. Pape Low 476, Sist Cong..................... Apr. 20, 1950 4 | Apr. 20,1950 4 

2. Public Law 101, 83d Cong...............-.---- July 1,1953 4%4| July 8, 1953 | 414 

3. Public Law 364, 85th Cong. -.................-.- Apr. 1, 1958 4%| Apr. 4,1958 4\% 

ep eee 8 eee June 30, 1959 5\%| July 2, 1959 5% 





Mr. Scort. I think the records will show the VA volume is off about 
80 to 85 percent in New Jersey. They are only doing about 15 per- 
cent of their former, normal volume. 

Mr. Harpy. That situation is generally true throughout the coun- 
try. 

Senator Wixu1aMs. I was going to say, does this prevail throughout 
the country ? 

Mr. Harpy. Yes. 

Mr. Casu. Mr. Colean, you point out the Federal programs that 
are operating in this field, ‘and you say that no such combination of 
benefits exists elsewhere in the credit structure. Would you say that 
the programs which you mention operate without cost to the tax- 
payer? 

Mr. Corgan. Well, the VA doesn’t. The VA program, of course, 
is carried 

Mr. Casn. Taken collectively. 

Mr. Corean. Taken collectively, I would say that the ones I have 
mentioned are without cost to the taxpayer, except for the adminis- 
trative expenses of VA and the losses, whic h, of course, have not been 
great. But if VA were operated on a premium basis, it could be in the 
same category as the other. 

Mr. Casu. And in your statement you also mention as one problem 
the fact that the FHA system is subject to frequent change by changes 
in law as well as changes in regulation. I hope you do not mean that 
none of these changes should have been made. 

Mr. CoLean. No, I don’t mean that none of them should be made, 
but I wish sometimes they weren’t made quite so often. I doubt, for 
instance, if it is necessary to have a comprehensive housing bill every 
year. 

Mr. Casu. And yet Mr. Scott has just given us a 6-page, single- 
spaced list of changes which should be made right away, and while 
I mention that, would you agree, Mr. Scott, that many of the things 
you propose are in either the Senate or House version of S. 57, which 
is now before the Congress ? 

Mr. Scorr. Yes, some of them are. Of course, if we could accom- 
plish this all in one year, we wouldn't have need for an omnibus 
housing bill year after year. 

Senator Wituiams. We don’t have any further questions, gentle- 
men. If you have any further comments, we would be pleased to 
hear them. If not, speaking for the subcommittee and I know for 
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the chairman, Senator Sparkman, we are indeed grateful for your 
enlightening and very helpful testimony. Thank you. 

Mr. Scorr. Thank you, Senator. 

Mr. Harpy. Thank you, sir. 

Senator Witurams. Our final witnesses this morning are Mr. 
Chester Rapkin, research associate professor at the University of 
Pennsylvania and Mr. Harry Held, senior vice president of the 
Bowery Savings Bank. These gentlemen will speak to the subject of 
the FHA premium rate and the mutuality of FHA insurance. 

Would Mr. Rapkin and Mr. Held be seated. We welcome you 
gentlemen. 

We have Mr. Rapkin here listed first. Mr. Rapkin, would you like 
to proceed in your own way, sir? 


STATEMENT OF CHESTER RAPKIN, RESEARCH ASSOCIATE PROFES- 
SOR, UNIVERSITY OF PENNSYLVANIA, PHILADELPHIA, PA. 


Mr. Rapin. Rather than burden the committee with the long and 
technical statement I have prepared, I wonder if it would be accept- 
able to you if the statement were inserted in the record and I briefly 
summarized it in order to conserve time and mental energy ? 

Senator Witi1aMs. We would certainly agree to that, Mr. Rapkin. 
It will appear at the conclusion of your remarks. 

We would like to have a bit of your background and experience, bio- 
graphical material, for the record, if you do not mind. 

Mr. Rapxkin. I am now research associate professor at the Institute 
for Urban Studies at the University of Pennsylvania and also am pro- 
fessor of finance at the Wharton School at the same institution. I 
have been there since 1955, and prior to that date was at Columbia 
University where I worked with Professor Ernest. M. Fisher in his 
Institute for Urban Land Use and Housing Studies. 

Senator WituiaMs. And the institute at the University of Pennsy]l- 
vania is the Institute for Urban Studies. Thank you. 

Mr. Rapxin. For 2 years prior to my employment at the Columbia 
University, I was with the National Bureau of Economic Research on 
their home finance program. My early work was with the Federal 
Government where I spent 8 years in the Federal Home Loan Bank 
Administration and in the National Housing Agency as economist, 
statistician, and financing credit. specialist. 

Senator WituiaMs. You and Professor Fisher, as I understand it, 
collaborated on a paper for the study. 

Mr. Rapxin. Yes. 

I have some 10 books and monographs on various aspects of hous- 
ing and housing market, home finance, plus a dozen articles, including 
one in Encyclopedia Brittanica. 

Senator WiiuiaMs. If you would address yourself to the question 
of the premium rate, we will welcome your testimony. 

Mr. Rarxtn. Yes. Rather than present a complete description of 
the premium rate, which is very complicated, I would like to raise 
several questions and attempt to present the issues of the case. I 
thought I would ask some broad policy questions which must be an- 
swered by the Congress rather than by any individual. 
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As you know, the FHA has been one of the sustaining agencies in 
the field of housing, and the basis for the FH A’s operation is its pre- 
mium rate. It provides both the source of revenue for that agency 
and the income from which losses on insured mortgages will be met. 
In addition, FHA’s operating expenses are drawn from this source. 
There are other sources, fees of various sorts, but the premium consti- 
tutes approximately three-quarters of the total revenue. 

The FHA, as you know, has been self-sufficient, was intended to 
be so, and we are all delighted that this has been the case. I therefore 
feel that any revision that is contemplated in the premium rate must 
be taken very judiciously with consideration given to all of the large 
as well as the small administrative issues that surround it. 

At one time we were concerned about the adequacy of the reserve 
to meet the contingencies of the insurance system. Now we are con- 
cerned about the fact that the accumulated assets of the agency may 
be in excess of the needs. 

The first question revolves around a major issue: Should we have 
an insurance premium at all? Should we operate the FHA as if it 
were the VA, drawing upon the National Treasury for its sustenance 
for both operating expenses and for the contingencies that arise. 

Congress must decide in this case whether the benefits that accrue 
to the individual borrower are of such order that he should be called 
upon to pay the costs of sustaining the system. He receives lower in- 
terest rates and more readily available credit, he is given some assur- 
ances in the inspection program undertaken by the FHA, and in gen- 
eral is in a much more secure position than he would have been had 
the agency not been in existence. 

On the other hand, Congress may consider that the benefits that 
accrue to the economy at large, the stabilization of the construction 
industry and the provision of a more ready flow of mortgage credit, 
the dampening the oscillations in the real estate cycle, may be of such 
vital importance to the economy at large and to the people in general 
that the National Treasury should rightly be called upon to meet all 
the expenses, including the losses in event of the default and acquisi- 
tion by FHA. 

Akin to this question is the effects on the housing market were the 
mortgage insurance premium to be eliminated. We have made some 
casual estimates that indicate that there would be a moderate rise in 
the demand for housing were the one-half of 1 percent premium elim- 
inated. Whether this rise is sufficient to compensate for some of the 
advantages that accrue by virtue of collecting the premium is some- 
thing that must be considered. 

Secondly, we must consider this question for what order of eco- 
nomic reverses should the FHA provide? As you know, the FHA in- 
surance system makes provision for an economic contraction roughly 
commensurate with the decline of the great depression of the 1930's. 


They assume further that the onset of the depression would occur . 


immediately. This is not a forecast; it is merely an assumption in 
the calculation. In addition their calculations ignore the fact that 
when a property is acquired, cash need not. be laid out to pay for the 
property, but that debentures may be issued to be redeemed at a later 
period. 

If Congress feels that the fluctuations in the economy are of such 
magnitude that a depression of the order previously experienced is 4 
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realistic anticipation, then the provisions that the FHA has made are 
indeed satisfactory. Perhaps if we listen to some of the Cassandra- 
like utterances of the bleaker economists, they may not even be ade- 
quate. On the other hand, if Congress recognizes that in the past 25 
or 30 years there has been a enormous advance in our economic know]l- 
edge, that Congress itself is committed to a policy of economic growth 
and full employment, that we have weathered many a depression in 
the past 2 decades without major reverses, and in fact we have today 
the FHA itself which insulates us against the possibility of a minor 
decline turning into a major depression. If this is the case, then per- 
haps Congress may feel that the provisions made in the present calcu- 
lation are too stringent and indeed could be relaxed. 

Professor Fisher and I have presented some calculations in our 
little book called, “The Mutual Mortgage Insurance Fund,” in which 
we indicate the contraction in the reserve that would accompany the 
relaxation of some of the assumptions made by the FHA in their 
calculations. 

Another question is concerned with the order of risk assumed by 
the FHA. It is gratifying in one sense to learn that less than 4 per- 
cent of the total income of that agency has been expended to pay for 
losses on properties acquired in the course of that agency’s history. 
We know, of course, that this experience has been during a period in 
which foreclosures have been extremely low, incomes have been mount- 
ing and obligations assumed at an earlier time now are considerably 
lower in their proportion of consumer income than they were at the 
time that the obligations were incurred. 

But we may also ask ourselves whether the FHA has not been too 
stringent in its selection of risk, whether it has not indeed culled the 
marginal as well as the unsatisfactory cases and selected only those 
that were virtually assured of successful completion. If this is true, 
perhaps there should be some relaxation in the criteria of selection so 
that those people who now may be on the edge of acceptability could 
be brought into the system. We know full well that this would in- 
volve additional risk but we must also recognize that with the price 
and income rises that we can well anticipate in the future, these 
borrowers may prove to be successful and responsible homeowners. 

Thank you. 

(Mr. Rapkin’s prepared statement follows :) 


STATEMENT OF CHESTER RAPKIN, RESEARCH ASSOCIATE PROFESSOR, UNIVERSITY OF 
PENNSYVANIA, PHILADLPHIA, PA. 


In the quarter of the century of its existence, the Federal Housing Adminis- 
tration has served the Nation admirably both in war and in peace. The FHA 
in essence consists of a series of mortgage insurance systems whose solvency 
rests both on expenditures for operation including the payment of claims and on 
income derived from insurance premiums. From its inception it was hoped that 
the mutual mortgage insurance system, the principal component of the group 
operated by the FHA, would not constitute a drain on the Treasury of the United 
States. So far this has been the case and, in fact, FHA reserves have grown so 
rapidly in recent years that prior concern regarding the adequacy of the re- 
sources of the system is rarely voiced today and some have begun to suggest that 
the mortgage insurance premium is larger than that required to cover reasonable 
continguencies. 

At the invitation of the committee I plan to discuss today the premises upon 


-which the FHA premium rate is based, to consider the mutuality feature of the 


mutual mortgage insurance fund, and to suggest a change that might be made 
in the existing law or administration. 


41549—59——25 
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METHOD OF CALCULATING THE REQUIRED RESERVE 


When the FHA was established by the enactment of the National Housing Act 
in 1934, there were very scant statistical materials upon which actuarial eal- 
culations could be based and premium rates established. Congress, therefore, 
provided in the act for the administrative determination of the amount of the 
premium. By amendment in 1935, the Administration was authorized to fix the 
premium at not less than one-half of 1 percent, nor more than 1 percent per 
unnum of the declining balance of the mortgage insured. The programs subse- 
quently established by the Congress have contained the same provision for fixing 
the premiym, but have not contained provisions for mutuality. 

In the past quarter of the century, statistical and actuarial studies have been 
made of general mortgage experience as well as the record of losses incurred 
by FHA under the various programs which it administers. The FHA is author- 
ized to collect fees, to pay expenses and losses out of income received from all 
sources and to accumulate reserves. In the case of the MMIF borrowers were 
to be refunded any unearned premiums if their insurance were paid in full or 
eanceled prior to maturity. This payment was due when the original term of 
the mortgage expired and constitutes the essence of the mutuality feature of 
the system. 

An examination of the adequacy of the FHA premium involves a study of the 
methods used by the FHA in calculating its required reserves. In determining 
required reserves the FHA employs the actuarial computation known as the 
prospective method which involves the projection of all anticipated incomes and 
outlays associated with business currently on the books, i.e., insurance contracts 
in force. Each of these series is discounted to the date of calculation. If the 
present worth of the prospective expenses and losses exceeds that of anticipated 
income, cash or other assets, called required reserve, in the amount of the differ- 
ence are necessary if the resources of the system are to be considered adequate. 
If the actual funds on hand exceed the required reserves, the historical losses 
or other expenses have been lower than calculated or the insurance premium was 
higher than was necessary to cover the expenses and losses, Such excess funds 
can, in time, be distributed as participations to persons whose mortgages were 
insured, or can be set aside to provide for unforeseen contingencies. 

The risk borne by the insurance fund is defined as the difference between the 
outstanding balance of insured mortgages and resale value of the mortgaged 
property. The amount of the risk is determined by changes in the aggregate 
outstanding balance of mortgages insured and by fluctuations in the price of 
residential real estate. Losses, however, will be incurred only on properties 
that are foreclosed, then acquired by the FHA and later liquidated at an amount 
less than the outstanding balance of the foreclosed loan plus expenses. For 
any given group of insured loans the aggregate outstanding balance and, con- 
sequently, the magnitude of the risk declines with the passage of time because 
of terminations and amortization payments. Thus, in the absence of variations 
in house prices, the risk borne by. the insurance fund on the existing portfolio 
diminishes with time. This means that the greatest risk is incurred in the first 
year of insurance life, in contrast with any other types of insurance where the 
incidence of claims is either independent of time or tends to increase with the 
passage of time. But since the insurance premium is a constant percentage 
of the outstanding balarce, it too declines. 

In calculating the amount of the prospective risk, a series of assumptions must 
be made regarding the incidence of foreclosure, the proportion of foreclosed 
properties that will be acquired by the FHA and the average loss on the acquired 
properties. Since the FHA has operated almost exclusively, in an expanding 
market, its experience is no indication of what might occur in a declining market. 
As a consequence, in calculating the required reserve the FHA has not relied 
on its own experience, but has made provision for a series of market reverses 
commensurate with those encountered during the depression of the 1930's, 
insofar as available data permit them to be measured. The FHA reasons that 
if the reserve is adequate to meet market contractions of this magnitude, it can, 
of course, weather crises of lesser dimensions. 

When a foreclosed pronerty is transferred to FHA, payment of the insurance 
benefits is made in the form of FHA debentures, which enables the agency to 
await a more favorable market when presumably prices would rise and losses 
could be reduced. The possibility of such a holding operation through the use 
of debentures has been disregarded, however, in the calculations. It has been 
assumed in estimating losses that depressed prices would be obtained for prop- 
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erties acquired and sold by the administration during that period. Properties 
acquired during the prosperous phase of the cycle are assumed to command 
higher prices than those prevailing during the depressed period. 


FHA’S INCOME AND EXPENSES 


During the history of its operation, the FHA has administered 10 separate 
programs of mortgage insurance, the total income from which amounted to more 
than $1.2 billion by mid-1957. Of this total, approximately three-quarters (73 
percent) has come from premiums and the remainder from all other sources, the 
most important of which is fees. Total expetses have amounted to 42 percent 
of gross income. Losses on acquired properties represented only 8 percent of 
these disbursements, while administrative expenses comprised 87 percent of total 
expenses. 

The largest continuing program is represented by the mutual mortgage insur- 
ance fund which, by June 30, 1957, had collected $758 million or 65 percent of 
the total gross income for all 10 funds. As in the case of the aggregate, the 
major portion (72 percent) of the income of the MMIF came from premiums, 19 
percent from fees and less than 9 percent from other sources. Total expenses 
absorbed 44 percent of income. Administrative expenses alone amounted to 41 
percent of total income and to 56 percent of premium income. Only $4 million 
was needed to meet losses on acquired property. 

For all the other programs except three—section 220, section 221, and the 
housing investment insurance programs—income has been sufficient to pay ex- 
penses and to accumulate some net revenue, and thus far the Federal Treasury 
has suffered no losses from their operation. 


INSURANCE RESERVES 


‘he insurance reserves represent the accumulation of assets built up from the 
net income in each program. The estimated reserve requirement is a theoretical 
figure derived by means of the calculation described previously. When these 
two figures are equal, the system possessed the assets necessary to meet pro- 
jected claims. 

For all 10 programs the accumulated insurance reserves of $538 million as of 
December 31, 1957, fell short of the estimated requirements by only $333,000. 
This balance, however, existed by virtue of the fact that the mutual mortgage 
insurance fund possessed over $90 million and the war housing insurance fund 

21 million in excess of their required reserves. These amounts compensated 
for deficiencies in six of the remaining insurance programs. 

It is also important to note that both these programs reached the point where 
their reserves are equal to the estimated requirements only after a considerable 
period of time. The mutual mortgage insurance fund overcame its deficiency 
for the first time in 1954, after 20 years of operation. The war housing in- 
surance fund reached this position in 1957, 16 years after it was founded and 
nearly 8 years after it had ceased issuing commitments for any new business. 

It must be remembered that the excess or deficit of accumulated reserves over 
requirements will change if the basis for calculating the required reserve is al- 
tered. For example, if the insurance premium is reduced, the required re- 
serve will be increased because the future income stream is reduced. If the 
reduction is severe, a current excess can be converted very quickly into a deficit. 
On the other side of the equation, if the estimate of anticipated losses is re- 
duced by virtue of the introduction of less stringent assumptions regarding the 
incidence of foreclosure or loss, the required reserve will contract. This will 
Serve to increase any excesses that may exist at the moment, or reduce or elimi- 
nate existing deficiencies. 


SHOULD THE FHA SYSTEM BE SELF-SUFFICIENT? 


The first major question underlying all the discussions of the FHA system is 
this: Does the Congress wish the system to be self-sufficient? The alternative 
is a system in which current expenses including losses are met from the Treastiry 
through congressional appropriations. In fact, the VA mortgage insurance und 
guarantee program is operated in just this fashion. In essence, the argument 
rests on who shall bear the cost of the advantages that emerge from a mortgage 
insurance program. Should the homeowner or investor who presumably receives 
lower interest rates, longer mortgage terms, and more readily available credit 
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pay for these advantages through the mortgage insurance premium? Or is the 
role of the FHA in promoting homeownership, in aiding the construction of 
rental housing and in contributing to the stabilization of the construction and 
home finance industries of such vital national importance that its costs should 
rightfully be met from the Public Treasury? The resolution of this question is 
a matter of public policy which rests with the Congress. 

It has been asserted that the elimination of the mortgage insurance premium 
would reduce total expenditures by obviating the necessity for a complicated 
bookkeeping system and, thus, reduce the total cost to the community. The 
major argument, however, has rested on the fact that the elimination of the 
mortgage insurance premium would reduce housing costs, stimulate demand 
and, at the same time, make homes available to a lower income sector of the 
population. 

On a $10,000 20-year mortgage bearing the current interest rate of 544 percent, 
the total elimination of the mortgage insurance premium could perhaps increase 
housing demand by 38 to 4 percent. This increase, however, would be realized 
only if the prices which purchasers have to pay remain constant or decline. 
Prices are not fixed by the costs which builders incur. When the pressure of 
demand is great, a reduction in periodic payments made possible by more liberal 
financing terms may be capitalized into price; i.e., sellers instead of keeping 
prices constant and thus making a reduction in monthly charges possible, may 
increase prices and keep monthly charges constant. Under such circumstances 
a reduction in carrying charges would not augment demand; instead its net 
effect would be to raise selling prices of houses to higher levels and to increase 
sellers’ profits. 

It thus appears that the effect of the elimination of the mortgage insurance 
premium may depend upon the state of the market. On the one hand, it may 
result in the stimulation of demand; on the other, the advantages may not be 
passed along to the consumer, but may instead serve to increase house prices 
and the profits of the sellers of houses. Policy decisions, therefore, regarding 
self-sufficiency within the FHA insurance program must rest on questions of 
principle rather than expediency. In essence, Congress must decide whether 
it wishes the borrowers to bear the cost of insurance or whether the public at 
large receives sufficient benefits to justify meeting the charges from general tax- 
payments. 

MARGINS OF SAFETY 


The second major policy question concerns the severity of the contingencies 
for which provision is made. Strietly speaking the FHA calculation is not based 
upon a forecast of future events and conditions. The calculation makes pro- 
visions for market reverses presumably of the dimensions experienced during 
the depressions of the 1930’s. Moreover, it posits the worst possible combina- 
tion of circumstances by assuming that the entire portfolio will-be exposed im- 
mediately to the foreclosure and loss experience of the depressed years. While 
it is evident that no insurance fund can or should provide full protection in the 
event of a total economic collapse, the FHA has, indeed, made provisions for 
contingencies as severe as, if not worse than, those experienced in the past. 

In considering a change in the mortgage insurance premium, Congress is, in 
effect, evaluating the merits of the series of FHA assumptions. What is the 
likelihood of a repetition of economic reverses of an order commensurate with 
the great depression? Congress may well take the attitude that major depres- 
sions are a thing of the past in the United States and there are many factors to 
support this view. These include governmental commitments to long-term 
growth and stability, increasing knowledge of the operation of our economic 
system, numerous built-in economic stabilizers, and, in fact, the FHA itself— 
all of which serve to mitigate reverses that may lead to a major decline. Should 
Congress hold this point of view, it may feel that insurance provisions for con- 
tingencies commensurate with a major depression may indeed be conservative 
if not excessive. 

On the other hand, some analysts have held that our economy has been beset 
by depressions of increasing severity. They point to the fact that the last major 
depression, that of the 1930’s, was worse than any experienced before in the 
history of this Nation. They further assert that the next depression will not 
be merely a minor perturbation such as we experienced several times in the 
years following the end of the Second World War, but will indeed be cataclysmic. 
If this point of view is taken, then the provisions made by the FHA to maintain 
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its solvency may not be sufficient and, in fact, if self-sufficiency of the FHA 
insurance system is desired, a rise in the insurance premium will be necessary. 

Some indication of the change in the amount of the required reserve that 
takes place when the FHA assumptions are varied is to be found in calculations 
made by Prof. Ernest M. Fisher and myself. The illustrations presented 
here were calculated in 1954 and relate to one section of the mutual mortgage 
insurance fund. For this section of the fund required reserves based upon 
FHA assumptions amounted to $90.9 million. When the rate of title transfer 
assumed by the FHA was reduced by 25 percent, the amount of the required 
reserve dropped to $39.0 million, a decline of 57 percent. When a similar re- 
duction was made in the FHA’s assumed rate of insurance loss and of settle- 
ment expenses, required reserves shrank to $57.6 million and $69.8 million re- 
spectively. 

RECOMMENDED—A SINGLE PREMIUM 


There is a way in which the initial monthly payments of the borrower can be 
reduced without altering the essence of the current actuarial basis of the pro- 
gram. This could be accomplished by collecting from the mortgagee, at the time 
the mortgage is insured, the discounted amount of the premiums scheduled for 
the entire term of the mortgage. The regulations, in turn, might permit the 
mortgagee to collect the amount of the premium from the borrower or to secure 
from him an obligation to pay the amount advanced over the whole term of the 
mortgage in equal monthly instalments, just as the mortgage amount advanced 
is repaid. This, in effect, is the way in which the premium is collected from 
the borrower under the present procedure except that the monthly payments 
decline from year to year. 

Under existing legislation, the FHA Commissioner is authorized to “require 
the payment of one or more such (annual) premium charges at the time the 
mortgage is insured, at such discount rate as he may prescribe not in excess of 
the interest rate specified in the mortgage.” 

Since the amount advanced by the mortgagee for premium would be amortized 
only over the entire term of the mortgage, FHA would need authorization to 
include any unpaid balance in calculating the amount of debentures to be issued 
upon settlement of a claim after foreclosure. 

There would be a number of advantages in applying this method. The pay- 
ment of the premium would be made easier for the borrower by permitting 
payments to be spread evenly over the whole term of the mortgage. The mort- 
gagee would have additional funds invested at the rate of interest permitted 
by the regulations. FHA would benefit from receipt of funds when the risk is 
at the maximum and would be relieved from bookkeeping and collection 
processes. 

If applied to the mutual mortgage insurance program, dividends to borrowers 
would continue to be large after the first 5 or 6 years of insurance as long as a 
widespread depressed market situation is not encountered. Thus, borrowers 
would continue, as in the past, to pay only the actual costs of insurance so far 
as these can be accurately ascertained by FHA. But there probably would be 
some shifting of costs between those who prepay and cancel their insurance early 
in the life of the mortgage and those who continue to carry the insurance longer 
toward maturity of their mortgages. 

In case of cancellation of the insurance in the early years of the life of the 
mortgage, the mortgagee would be authorized to collect the unpaid portion of 
the premium advanced, less the amount of “participating dividend” calculated 
by FHA to be due to the borrower. If the record of expenses and losses con- 
tinues at a rate similar to that which has been experienced, it is estimated that 
these participating dividends would begin early in the life of the mortgage and 
would be equal to the remaining unpaid balance by midterm or earlier. In case 
of foreclosure and filing of claim by the mortgagee, in calculating the amount 
of debentures to be issued, FHA would include the unpaid balance of the premium 
advanced by the mortgagee. 

The single payment plan does not eliminate the need for a larger reserve in 
the early life of the mortgage. The single premium equivalent of the present 
premium schedule would not provide enough funds to pay all operating expenses 
and provide for the estimated reserves until 4 or 5 years had passed. In order 
to meet these needs, it is necessary and important to preserve the resources ac- 
cumulated over the past years and presently held for this purpose. 

The FHA reports that mortgages in the maturity class of 23-25 years have an 
estimated life of 10.23 years. If the single premium is calculated for the esti- 





382 STUDY OF MORTGAGE CREDIT 


mated life rather than the maximum term, with allowance for a gradual increase 
in the average life of this class of mortgage to 15 years, then the amount of the 
premium is reduced by at least 25 percent. 

Applied to the other mortgage insurance programs, the same advantage would 
be realized except that the mortgagors would receive no participating dividends, 
A schedule of refunds on account of unearned premium might be set up by FHA, 
however, for use in accepting applications for cancellations of insurance prior to 
the maturity of the mortgage. 

It should be noted, however, that there are administrative problems involved 
in the adoption of such a method of collecting premiums. But these probably 
are not insurmountable. FHA could estimate quite closely whether the advan- 
tages of such & program would be outweighed by these difficulties. In addition, 
the FHA probably would be able to make calculations in advance which would 
indicate the amounts and the period of time necessary to accumulate required 
reserves under existing programs or other proposed programs of mortgage insur- 
ance. It would seem advisable for the Congress to request the Federal Housing 
Administration to prepare and submit reports of such calculations when it is 
considering legislation affecting mortgage insurance. 


Senator WutAMs. I have some material which will be entered in- 
to the record to show the experience over the last 23 years on fore- 
closures. I believe these data should be kept in mind when we con- 
sider the FHA liability in insuring mortgages. 

(The material referred to follows:) 


NUMBER OF NON-FARM FORECLOSURES 
177.6 ‘ JAN -SEP OF EACH YEAR 


NUMBER IN THOUSANOS 








1935 1940 1945 1950 i9Se 1953 1954 1955 1956 1957 19586 


Estimated nonfarm real estate foreclosures, 1926-third quarter 1958 
ANNUAL TOTALS 
Year Number Year | Number 

Phcea.s~ 2 . adi _ 68, 100 || 1940. : «ei hf cahes 75, 556 
1927_ es es = I e 58, 559 
1928. : : 116, 000 |! 1942__- 41, 997 
1929. ...... sat 134,900 |j 1943__.........----.- poe 25, 281 
1930_ : ; 150,000 || 1944. er ere ee 17, 153 
Pee at 193, 800 |} 1945__- . ext 12, 706 
ee ee See te 10, 453 
W533: ; 252, 400 || 1947... fe Ss sat Ske 10, 559 
1934. ___- eo ght Oh RN IN on on oc Bil sa te davedons 13, 052 
1935__.._- ee ee ee EE shina eine tense nate ane 17, 635 
1936_____ = aed 185, 439 || 1950_ ise roe | 21, 537 
OT Schaigs cats, 2enses.s 151, 366 || 1951. ._...-.-...--- 2 EN 4 18, 141 
OBS ec este un con ceileiatesaatel i see a : 18, 135 
RU ld. a cathe ese : 100, 410 | | 
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MONTHLY DATA 





| 
| 1953 1954 | 1955 | 1956 1957 | 1958 1959 
i 
dieesa eile cna odbnasahehncibaa er ilsina a cl = amaimetie 
Total | 21,473 | 26,211 | 28,529 | 30,963 | 34, 204 42, 367 
January 1,640 | 1,858 2, 305 2, 288 2,771 3,276} 3,801 
February 1, 577 1, 976 2, 189 2, 238 2, 473 2,929 | 3.307 
March 1,771 2,387 | 2, 595 2,615 | 2,921 3,477 | 3, 933 
April 1,846 | 2,275 | 2,447 | 2,472] 2,983] 3,661 : 
May 1, 769 2, 189 2, 457 2, 559 2, 894 3, 507 
June 1, 793 2.339 | 2,861 2. 755 2, 745 3, 663 |. 
July 1,907 | 2,230 2,209 | 2,548 2,839 | 3,774 |---- 
August 1,777 2, 108 2, 254 2, 618 2, 852 3, 518 
September 1,820 | 2,365} 2,294! 2,802] 2,979! 3,820] 
October 1, 823 2, 079 2, 207 2, 762 3, 018 3, 881 
November 1,779 2, 181 2, 308 2, 737 2, 852 3, 339 
December 1, 971 2, 224 2, 403 2, 569 2, 877 3, 522 


NoTteE.—Estimates of number of forec ‘losures in the U nited States in all nonfarm areas are based on data 
reported from approximately 1,600 counties, cities, townships, or other Government divisions, and measure 
the number of properties acquired through foreclosure procee jings. Reporting areas include approximately 
34 of all nonfarm 1- to 4-family dwelling units. Voluntary deeds of sale in lieu of foreclosure are not 
included, nor are defaults on real estate contracts. 


Source: Federal Home Loan Bank Board. 


Senator Wiiuiams. Mr. Held, would you proceed. 


STATEMENT OF HARRY HELD, SENIOR VICE PRESIDENT, THE 
BOWERY SAVINGS BANK, NEW YORK, N.Y. 


Mr. Hexp. In setting up the mutual mortgage insurance system in 
1934, it was envisioned that the system could become and remain self- 
ange Up to the present time, not only has this objective been 

alized, but since 1944, dividends have been paid from the mutual 
aan insurance fund in the amount of $68,411,166 up to Decem- 
ber 31, 1956, to 539,428 mortgagors whose mortgages were paid in full. 
In addition, funds originally advanced by the ‘Treasury have been 
returned in full with interest and all operating expenses, losses, and 
reserves for future losses on outstanding guaranteed mortgages are 
being met out of insurance premiums being collected. Notw vithstand- 
ing these most remarkable achievements, no severe test of the whole 
system has developed. 

Looking objectively at the question of the premises upon which the 
premium rate of the FHA is based and the extent of its validity, it 
would seem that it undoubtedly is necessary to collect insurance pre- 
miums beyond the actual point where real exposure terminates in 
order to maintain the solvency of the insurance fund. This philoso- 
phy, coupled with the unanimity of opinion that FHA should be a 
self-sustaining organiaztion, necessitates the collection of a premium 
adequate for the worst experience which can be justifiably anticipated. 
Insofar as the mutual mortgage insurance fund is concerned, such 
fund permits FHA to adjust. actual premium charges by the issuance 
of participation shares to mortgagors from the fund in the light of 
the mortgage experience which “develops for particular classes ‘of in- 
surance contracts over a period of years. 

The matter of FHA insurance reserves was thoroughly explored 
in 1953 by the Subcommittee on FHA and VA Programs of the Presi- 
dent’s Advisory Committee on Government ‘Housing Policies and Pro- 
grams (see pp. 34-40 on mutual mortgage insurance system) and also 
by the Commission on Organization of the Executive Branch of the 
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Government in 1955. The following quote from the report to Con- 
gress in March 1955 of the Commission on Organization of the Execu- 
tive Branch of the Government combines in summary the findings 
and recommendations of both the Commission and the subcommittee 
of the President’s Advisory Committee on the subject : 


It seems to us that the adequacy of Federal Housing Administration reserves 
should be thoroughly explored, particularly in view of the low minimum equities 
which have been required in many of these loans and guarantees. The report 

of the Presjdent’s Advisory Committee on Government Housing Policies and 

Programs (December 1953) also demonstrates its anxiety in this matter as 
follows: “It is generally recognized that, since the establishment of the Fed- 
eral Housing Administration in 1934, there has been an almost constant rise in 
real property values and that in consequence there has, as yet, been no test 
of the adequacy of the loss reserves of the Federal Housing Administration 
during any prolonged period of declining property values.” As a consequence, 
this committee recommended that “an objective and independent long-range 
study of prospective foreclosure and loss experience of the Federal Housing 
Administration’s insurance programs should be made.” We concur with this 
suggestion. 

Mainly as a result of the recommendation of the President’s Ad- 
visory Committee that an objective, independent, long-range study be 
made of the prospective foreclosure and loss experience of the FHA 
mutual mortgage insurance program, such a pe! was undertaken in 
the fall of 1954 by the Institute of Urban Land Use and Housing 
Studies. ‘The results of this study, completed in 1956, were published 
by Columbia University Press under the title “The Mutual Mortgage 
Insurance Fund—A Study of the Adequacy of its Reserves and Re- 
sources” under the authorship of Dr. Ernest M. Fisher and Chester 
Rapkin. 

Using the first 20 years of FHA oper ations, the Fisher- Rapkin 
study has this to say in answer to the question, “Are these resources 
sufficient to enable the fund to stand on its own feet?” 

This major question cannot be answered with mathematical or actuarial 
precision. For there is no way of caiculating with certainty the magnitude 
of changes in housing markets and in the general economic situation that will 
determine (1) the rate at which the lfabilities of the fund in outstanding deben- 
tures may increase, or (2) the extent to which properties taken over when 
debentures are issued will be disposed of at prices sufficient to liquidate the 
debentures. 

30th the rate of debenture issue (or property acquisition) and the propor- 
tion of the costs incurred in acquiring, operating, and disposing of properties 
which are likely to be recovered are affected by the characteristics of outstand- 
ing current insured balances rather than of insured mortgages at the date of 
endorsement. The most important characteristics of outstanding balances in 
this connection are probably (1) the ratio of outstanding balances to original 
appraised value and to current market value of properties, (2) the original 
size or face amount of the mortgages on which outstanding balances are still 
insured, and (3) the age of the mortgage loans on which insurance is in force. 


The question of the actuarial calculations and the adequacy of the 


reserves set up by FHA out of insurance premiums are examined and 
tested in connection with the Fisher-Rapkin study. Comparison was 


made with statistical data on mortgage losses and the conclusion was’ 


reached that: 


On net balance, it appears that the FHA calculation is based upon premises 
that should make adequate provision for contingencies of major depression mag- 
nitude. 

As to possible losses, a study of prospective foreclosure and loss 
experience in the housing field could only be based upon the previous 
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experience of the 1930's, modified by the changing pattern of mortgage 
lending since that period. The results undoubtedly would be incon- 
clusive from the standpoint of developing actuarial standards for an 
insurance reserve program. However, a case could probably be made 
that a real estate depression of the magnitude of the 1930’s would 
probably not occur or could be substantially controlled. 

Experience would seem to indicate that the real estate depression of 
the 1930’s would not have been so deep if the FHA type of long-term, 
fully amortized mortgage had been in existence prior to the depres- 
sion. FHA mortgages requiring no renewal and being amortized 
from their inception would under this assumption fare better than 
the home mortgages which were in existence prior to 1930. Also to 
be borne in mind is that before the 1930’s the practice of having sec- 
ond purchase money mortgages on homes was widespread, whereas 
FHA has eliminated this practice. Mortgage losses of institutions on 
first mortgages of 60 to 70 percent of value were substantial in the 
depression years ; however, a projected study of FHA losses in a future 
depression would have to take into consideration that one of the 
principles of FHA is to stabilize the real estate market. This would 
entail the retention of acquired property by FHA rather than selling 
at distress prices. This FHA could do because of the 20-year term 
of its debentures, and during the period in which it held such property, 
rentals could undoubtedly be obtained to cover costs of operation and 
taxes and possibly show a small return on investment. Also to be 
considered is that in the event of a depression, FHA could by reg- 
ulation permit approved mortgagees to make contract modifications 
for the purpose of avoiding foreclosure. Another pertinent factor 
of consideration in possible loss analysis on FHA mortgages in the 
event of a future depression is that FHA has limited the maximum 
amount of mortgage it would insure. 

In the light of all the studies which have been made recently— 
and referred to herein—it would seem that: 

First, the premises upon which the premium rate of the Federal 
Housing Administration is based is a valid one, and the administrative 
and actuarial premises in connection with collection of such premium 
and the setting up of the reserve accounts are soundly conceived. 

Second, FHA experience thus far is not sufficient to warrant con- 
servative basis, independent analyses of these reserve assumptions do 

Third, while FHA reserve assumptions have been made on a con- 
servative basis, independent analysis of these reserve assumptions do 
not indicate that they are unreasonable. 

Fourth, under the mutual mortgage insurance fund adjustments 
by the issuance of participating shares from the mutual mortgage 
insurance fund to auemnean compensate for the possibility that 
FHA may collect premiums greater than may actually be necessary. 
In the nonmutual insurance programs, experience would indicate that 
adequate insurance coverage of the risks involved would not warrant 
any change in premium at this time. 

Fifth, as new mortgages with more liberal minimum downpayments 
and maximum terms are insured by FHA, the need for an adequate 
reserve against loss is greatly expanded. 

Sixth, in view of the above analysis, no present change should be 
made in the FHA mortgage premium charge nor the method in which 
it is collected. 
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While this summary of the validity of the FHA premium charge 
indicates no immediate change, the following suggestion is made as 
the basis for a possible premium reduction on homeownership prop- 
erty under FHA section 203: 

The payment of a nonrefundable, 2 percent initial insurance charge 
as prepaid insurance could be considered, together with a proportion- 
ate reduction in the mortgage insurance premium and elimination of 
the present 1 percent repayment penalty. The suggestion of payment 
of a nonrefundable 2 percent initial premium could have the effect 
of reducing the one-half of 1 percent annual premium on reducing 
balance to an annual premium of three-eighths of 1 percent on the 

same basis without seriously jeopardizing the insurance requirements 

as now estimated. The initial service charge could be reflected as 

part of the closing costs in the sale of the property, to be paid by the 
purchaser or absorbed in whole or in part by the builder. 

There have been some proposals made for a single-payment FHA 
insurance premium on one- to four-family dwelling loans. An ob- 
jective analysis of the proposals for a single payment premium versus 
the payment of insurance premiums on an annual basis on declining 
balances would indicate that the single premium concept requires that 
either the purchaser or the mortgagee must pay the advance premium. 
If the prospective purchaser should be required to make such pay- 
ment, his closing costs would be increased by approximately 5 to 7 
percent of the total amount of his FHA mortgage. This situation 
would have the effect of increasing his minimum downpayment by 
almost a like percentage. If, on the other hand, the mortgagee added 
the single insurance premium to his mortgage, or advanced such 
premium as a separate loan to be paid back in the same manner as the 
annual MIP is collected at present, the amount of the mortgage (or 
the mortgage amount plus the additional insurance advance) might 
well make his total investment greater than the FHA valuation of 
the property. Each method would prove unpopular, either to the 
purchaser or to the permanent mortgagee. If the initial premium 
were advanced by the mortgagee, the owner would be required to pay 
it back with interest, probably at the same rate of interest charged on 
the mortgage. In this case there would be relatively little or no sav- 
ing over the present premium- paying procedure. If, on the other 
hand, the purchaser paid the premium in advance, his monthly pay- 
ments on a 30-year $10,000 loan at 514 percent would be reduced by 
about $4.15 per month the first year of the loan and constantly re- 
ducing amounts during the life of the loan. It is questionable if the 
prospective pure haser would find the lower monthly payment attrac- 
tive enough for him to invest an average of 6 percent of the purchase 
money mortgage on an initial premium basis. 

As there is no inequity involved in the present premium and its 
method of payment, it would seem on balance that the present system 
is more desirable than the single payment insurance concept. 


Should mutuality be continued as a feature of any FHA insurance fund? If 
so, should any changes be made in existing law or administration? 

Title IT, section 203. of the National Housing Act established the 
FHA’s permanent residential-type insurance program which has been 
in effect since 1934. With respect to this particular program, the 
Congress provided for a mutual mortgage insurance fund, a system of 
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mutuality whereby that portion of the mortgage insurance premium 
paid by the borrower, but not needed by F HA to conduct its opera- 
tions, would be returned to the borrower following payment in full 
of the insured mortgage. The basic objective of this legislation was 
to make the permanent home mortgage lending insurance operation 
one which would be self-sustaining and nonprofit. This type of oper- 
ation enables FHA to collect a uniform premium which actuarially 
provides for operating expenses and loss reserves in a variety of risk 
classifications. Existence of a system of dividends distributed after 
termination of the insurance contract permits adjustment of net 
premium expense to the variations in risk which become apparent dur- 
ing actual operating experience. The ability to make a uniform in- 
surance charge on variable risks, with adjustment based upon actual 
operating experience, also has the advantage of economy in adminis- 
trative procedures which are possible only with a uniform insurance 
charge. 

Alternative methods to the uniform premium charge adjusted by 
dividends based upon actual experience would involve: “First, a classi- 
fication of mortgages according to qualitative characteristics or dis- 
tinctions and an assignment of various premium rates in each classi- 
fication based upon degree of risk. ‘This method would not only prove 
cumbersome in operation but would also be very unpopular with the 
general public and homebuilding industry, even if formulas to meas- 
ure the degree of risk could be computed actuarially. 

A second method would be to collect an insurance premium, based 
upon no mutuality, and make adjustments from time to time to avoid 
collection of excessive premiums or the need for calling upon the 
Treasury to redeem debentures. While this method would maintain 
the nonprofit and self-sustaining principles of the program, it also 
would be cumbersome, and in addition would be less equitable to the 
homeowner than the present system. Thus, it would seem that the 
use of the uniform premium concept under the mutual mortgage in- 
surance method is sound and should be continued. 

An objective analysis of all the factors involved would indicate 
that the mutuality system basically is the only means by which FHA 
can in fact be operated in the best interests of the homeowners with- 
out profit and without loss. 

The continuance of the mutuality system under title IT, section 203, 
is basic to the soundness of this mortgage insurance program for the 
we ing reasons: 

The homeowner is in no way penalized if actuarial considerations 
in a the mortgage premium at the time the loan is made, prove 
in actual experience to be higher than necessary to cover operating 
expense and losses sustained in his statistically grouped classification. 

2. FHA is enabled to maintain this program on a nonprofit and self- 
sustaining basis. 

In view of the foregoing findings, the following conclusions seem 
warranted : 

That a case could probably be developed based upon FHA expe- 
rience from 1934 to date for a lower premium charge on mortgages 
involving owner-occupied homes. On the other hand, such a redue- 
tion in premium charge would tend to weaken FHA’s ability to meet 
. depression of any great magnitude or duration on a self-sustaining 

asis. 
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Independent analysis (the Fisher-Rapkin study) has indicated that 
FHA calculation is based upon premises that should make adequate 
provision for contingencies of major depression magnitude. 

Liberalization of “eligibility requirements of the mortgages which 
FHA is authorized to insure, such as has taken place in the maximum 
term permissible and maximum loan to value ratios, will tend to place 
more strain upon reserves and resources of the system in the event 
of a situation occurring which involved widespread foreclosure and 
loss experience. This factor in and of itself would argue against a 
reduction j1i the premium rate. 

Successive reductions in down payments and lengthening of mort- 
gage terms have also greatly reduced equity buildup by owners in 
their properties. With normal property depreciation more than off- 
setting a homeowner’s thin equity margin, substantial potential losses 
could rapidly be generated in the portfolio during a depression period. 

The fact that FHA has had, in the last 25 years, no severe test of 
the adequacy of its resources and reserve assumptions does not mean 
that it can use this experience as a sound basis for insurance opera- 
tions. In a self-sustaining and nonprofit operation under a mutual 
mortgage insurance system, conservatism should be the keynote; 
therefore, provisions must be made to meet the worst possible even- 
tual loss experience. 

With rebates for the participating fund balancing off any excess 
in premiums paid to actual experience, the system can be assured of 
its ability to be self-sustaining and also fulfill its obligation on a 
nonprofit basis. 

In conclusion, it is noted that Congress has set the insurance pre- 
mium which may be charged by FHA at not less than one-half of 
1 percent nor more than 1 percent per annum on reducing balances. 
In anticipation of the possibility that at some future date a reduction 
in mortgage insurance could be justified on an actuarial basis, it 
might be appropriate at this time to amend the legislation so that 
the minimum insurance charge which could be made would be one- 
fourth of 1 percent of reducing: balances instead of one-half of 1 
percent per annum. It further might be timely to consider extend- 
ing mutual mortgage insurance benefits to cover loans made under 
Title II, Section 213—Cooperative Housing Insurance. 

Mr. Casu. Mr. Held, if I could summarize your position, it seems 
to me that you are fairly well satisfied with the situation as it now 
is but that you would be willing to permit the Commissioner to have 
power to go down to a quarter of 1 percent as a minimum rate, and 
you would permit him to mutualize the section 213 insurance pro- 
vision ? 

Mr. Hetp. Cooperative housing, that is right: ves. 

Mr. Casu. Yes, and both of those provisions, as you may know, 
are contained in S, 57 as it passed the House. 

Mr. Hexp. Yes. : 

Mr. Casu. Professor Rapkin, would you disagree with that posi- 
tion? Would you agree that that should be done? : 

Mr. Rapxrn. I am a little hard pressed to answer that question. 
because I am uncomfortable about a revision in as strategic an ele- 
ment as the insurance premiums undertaken mechanically, as it ap- 
pears to have been, with all due deference to the gentlemen who 
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wrote the bill. It is quite obvious that the premium was merely cut 
in half. And my feeling is that before as strategic a change as this 
is made, we should really know the impact of such an alteration. 

If the FHA had been operated on a one-quarter of 1 percent pre- 
mium from its inception, 1t today would have virtually no reserves 
accumulated. If the premium is reduced today and put into effect, 
within a relatively short time the reserves that have been accumulated 
will be absorbed by the system, and it is very unlikely that con- 
tingencies of a major depression could be met with the reserve that 
would be available should such a horror eventuate. 

I think that we must determine first the basis for the insurance 
premium. In the case of life insurance, a calculation is made of the 
reasonable anticipated risk and the premiums are set in accordance 
with these risks. Perhaps such a calculation should be made here 
as well. 

We may also take another view of this matter and say that if the 
premium is reduced, carrying charges will be diminished and the 
demand for housing will be increased thereby. But we have seen in 
the past that when the down payment has been reduced and carrying 
charges increased, there has been released a great surge of demand, 
despite the fact that the monthly charges are augmented. It would 
thus appear to me, and I guess to everybody else in this field, that the 
down payment is of greater importance than the monthly carrying 
charge, within reasonable limits, of course. 

My personal feeling is that there is relatively little to be gained by 
reducing the insurance premium, and there is perhaps much to be lost 
if the reduction is put into effect. We now have a self-sustaining 
and self-supporting system. It is questionable whether the system 
could continue on that basis, were the premiums to be reduced. 

Mr. Hetp. May I answer that? In my text I said that— 

In anticipation of the possibility that at some future date a reduction in 
mortgage insurance could be justified on an actuarial basis, it might be appro- 
priate at this time to amend the legislation so that the minimum insurance 
charge which could be made would be one-fourth of 1 percent of reducing 
balances instead of one-half of 1 percent per annum. 

Mr. Casu. So that you are not endorsing this proposal ? 

Mr. Hexp. I am not in favor of reducing it at this particular time, 
only if it could be justified on an actuarial basis. 

Mr. Rapkrin. I would agree with that. 

Senator Witu1aMs. Of course, the provision as contained in the 
House bill is discretionary. The minimum is within the discretion of 
the administrator. 

Mr. Hetp. With the Commissioner, that is right. 

Senator Wiiu1aMs. I wonder, Mr. Rapkin, if you can give us some 
idea of the amount of premium money that goes to expenses. 

Mr. Rapxtin. I have some old figures here, if you will permit me 
to look them up for a moment. As of mid-1957, the total income to 
the FHA amounted to more than $1.2 billion. Of this amount, ap- 
proximately three-quarters came from premiums and the remainder 
from other sources, the most important of which was fees. Total 
expenses have amounted to 42 percent of gross income. Losses on 
acquired properties represented only 8 percent of these disbursements, 
while the administrative expenses comprise 87 percent of total ex- 
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penses. In other words, the major portion of the income has gone to 
the accumulation of reserves. Approximately $4 out of every $10 has 
gone for expenses, and of that portion, the overwhelming amount has 
been for administrative expenses. 

Mr. Casn. And you calculate that if the premium rate over this 
period had been a quarter of 1 percent that there would be no reserve? 

Mr. Rapxrn. Very little. You see, a quarter of 1 percent would 
have reduced income in half and expenses constituted 42 percent of 
that total, * 

Mr. Casn. Professor Rapkin, what would you have to say about 
mutuality of the insurance programs / 

Mr. Rarxin. Mutuality is a device that enables refunding to the 
borrower the amount in excess of the portion of the premium neces- 
sary to cover all expenses. Mutuality returns to the borrower a rela- 
tively small sum at the termination of his loan. 

Mr. Casn. Who receives that? 

Mr. Rapin. If the original borrower still holds the mortgage at 
termination, he receives it, but should he sell his house and the mort- 
gage be assumed by the new purchaser, the second party will receive 
it despite the fact that he may have only been meeting only the last 
2 or 3 years’ payments on the mortgage. 

Mr. Casu. You mean, if I were to pay the premium for 12 years 
and sell the property and have the buyer retire the FHA insurance, 
he would receive whatever might remain as my mutual share ? 

Mr. Rapxrn. Yes, sir. This is my understanding, and in effect it 
would constitute a reduction in the price of the property transferred. 

Mr. Casu. I see an FHA employee in the audience who shakes 
hishead. Isthat Mr. Kaplan? 

Mr. Kaptan. Yes. 

Senator Wmu1ams. Mr. Kaplan, would you care to come into the 
discussion at this point ? 

Mr. Kaptan. I would be honored to do so, sir, but I don’t think 
it would be quite appropriate. I think we could probably supply 
a statemerit for the record explaining how the participation of insur- 
ance works, if you would excuse me. 

Senator Witu1aMs. Fine. We will have it spelled out at this point 
in the record, if that could be arranged by the staff. 

(The information referred to follows :) 


FEDERAL HOUSING ADMINISTRATION 
MUTUALITY AND THE SECTION 203 MORTGAGE INSURANCE PROGRAM 


Provision for the operation of the principle of mutuality for mortgages in- 
sured under section 203 of the National Housing Act was made in the original 
legislation, approved June 27, 1934, and, except for subsequent technical amend- 
ments to improve on the operation of mutual insurance, such provision has 
remained a part of the legislation in effect today. As defined in the proposed 
original legislation, explained by witnesses at hearings, and described in com- 


mittee reports, the mutual mortgage insurance system as far as practicable was: 


to be self-supporting and was to cost the mortgagor no more than that needed 
to cover the risk involved plus necessary administration expenses. Premium 
charges in excess of that needed for its operation were to be returned to the 
mortgagor as “dividends.” 

The mutual mortgage insurance fund, created by the original legislation and 
under which the fiscal provisions of the section 203 mortgage insurance program 
are administered, has in its 25-vear history operated on this princinle. Thus, 
it operates very much like a private mutual insurance organization. Mortgagors 
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under this program, like policyholders in a private organization, receive divi- 
dends or participation payments as they are called. These dividends, how- 
ever, are terminal dividends, payable at termination of the mortgage insurance 
contract, when the mortgage is paid off at maturity or prepaid prior to maturity, 
as distinct from annual dividends which most mutual insurance organizations 
pay to their policyholders. The mutual mortgage insurance fund is the only 
FHA insurance fund in which mortgagors are authorized by statute to share in 
any excess premiums—charges in excess of administrative expenses, insurance 
losses, and reserve liabilities. 

Operation of the mutual principle is provided for in section 205 of the National 
Housing Act, as amended, which reads in part as follows: 

‘*(a) The Commissioner shall establish as of July 1, 1954, in the mutual mortg- 
age insurance fund a general surplus account and a participating reserve ac- 
count * * * 

“(b) The aggregate net income thereafter received or any net loss thereafter 
sustained by the mutual mortgage insurance fund in any semiannual period shall 
be credited or charged to the general surplus account and/or the participating 
reserve account in such manner and amounts as the Commissioner may determine 
to be in accord with sound actuarial and accounting practice. 

“(c) Upon termination of the insurance obligation of the mutual mortgage 
insurance fund by payment of any mortgage insured thereunder, the Commis- 
sioner is authorized to distribute to the mortgagor a share of the participating 
reserve account in such manner and amount as the Commissioner shall determine 
to be equitable and in accordance with sound actuarial and accounting pene 
Provided, That, no event, shall such distributable share exceed the aggregate 
scheduled annual premiums of the mortgagor to the year of termination a the 
insurance. [Emphasis supplied. ] 

“(d) No mortgagor or mortgagee of any mortgage insured under section 203 
shall have any vested right in a credit balance in any such amount or be subject to 
any liability arising out of the mutuality of the fund and the determination of 
the Commissioner as to the amount to be paid by him to any mortgagor shall 
be final and conclusive.” 


1. Who receives dividends or participation share payments under the mutual 
mortgage insurance program? 

Mortgagors who pay off their mortgages—whether paid off at the maturity of 
the mortgage note, or paid off prior to maturity, as for example, in the case of a 
mortgagor who prepays from savings or from the proceeds of the sale of his 
home—are eligible to receive dividends or participation payments from the mu- 
tual mortgage insurance fund. Thus, mortgagors with mortgage insurance con- 
tracts that were terminated as a result of a default are not eligible to receive 
such payment. Payments are made to the mortgagor of record as reported by 
the mortgagee at the date the final payment is made. He is certified to as the 
legal owner of the property. 

During 1958, a special tabulation of mortgages paid in full and participation 
payments made to the mortgagor of record revealed that, in three-fourths of 
these terminations, the recipient of the participation payment had been the mort- 
gagor at the time the mortgage debt was originated by the lender and insured by 
FHA. No doubt a high proportion of the remaining terminations of this kind 
involved mortgagors who had assumed the insured mortgage debt from builders or 
other original mortgagors soon after FHA endorsement of the insurance contract 
and had, accordingly, made most, if not all, of the annual payments of the 
mortgage insurance premium. 


2. When do they receive such payments? 


Because of the statutory requirement for allocating the net income of the fund 
semiannually or charging any net loss to the participating reserve account, parti- 
cipation shares—the rate of payment per $1,000 of the original face amount of 
mortgage terminated—are established semiannually as of June 30 and December 
31 for paying participations to eligible mortgagors with insurance terminating 
in the subsequent 6-month period. 


3. How much does a mortgagor receive in the way of such payments? 


Payments to mortgagors are made from the participating reserve account, one 
of two insurance reserve accounts in the fund. This account, a statutory reserve, 
is authorized to receive allocations semiannually from the net income of the 
fund, or be charged with any net loss in a semiannual period. The amounts are 
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required to be allocated in accordance with sound actuarial and accounting 
practice. 

Table III-72, attached, from FHA’s forthcoming 25th annual report, shows 
selected participation shares for eligible mortgagors paying off their mortgages 
during the 6-month period ending June 30, 1959. Participation shares may in 
no event exceed the aggregate scheduled annual premiums of the mortgagor to 
the year of termination of the insurance. 

As of December 31, 1958, the account had $116,990,147 available for distribu- 
tion to eligible mortgagors as participation payments. Since January 1, 1944, 
when participation payments were first made, a total of $86,380,851 has been 
distribi ‘ed to 722,629 mortgagors. In the aggregate, these amounts equal 29 
percent of ‘total FHA premium collections through the end of 1958 under this 
home mortgage insurance program. The average dividend was approximately 
$120. 

4. On what basis are these payments determined? 

The basis for distributing dividends or participation payments from the par- 
ticipating reserve account is an adaptation of the method known in actuarial 
science as the asset share method. According to this method, a class of insur- 
ance business contribution to a fund or account shares in that fund in relation 
to its net contributions to the fund. Classes with more favorable insurance 
experience share more favorably than classes with less favorable experience. 
This method thus provides an equitable basis for distributing an amount from 
a fund among different classes of business. The amount in a fund or account 
which is to be distributed is determined separately on the basis of actuarial 
and accounting considerations. : 

The participation payment which an individual mortgagor receives when he 
pays off his mortgage is determined on the basis of the average insurance expe- 
rience for his class of business and its respective reserve requirements. The 
characteristics identifying a class of business are maturity; i.e., the original 
term of the mortgage; and duration, i.e., the number of policy years a contract 
has been in force at the time of termination. For example, one class of business 
would be all 20-year mortgages which had been in force for 12 years. At the 
end of 1958, it would be made up of 20-year mortgage insurance contracts en- 
dorsed in 1947 and also all other 20-year mortgages endorsed for insurance in 
prior years which had had a 12th policy year of experience. 

The insurance experience of a given class of business reflects the estimated 
combined fee, premium, and investment income as well as the initiation, main- 
tenance, and settlement expensés and insurance losses of that class. In other 
words, the insurance experience of a class represents its estimated earned sur- 
plus. In the above example, it would be the combined earned surplus for all 
20-year mortgages which had attained a 12th anniversary. When the combined 
earned surplus is related to the total amounts of insurance in ferce for businesses 
in the class, an average earned surplus per $1,000 of original amount of insur- 
ance in force is provided. Thus all classes of business are put on a comparable 
basis. 

The average earned surplus per $1,000 of original amount of insurance in 
force is known as the asset share factor. When the reserve factors for each 
class of business—the same factors per $1,000 of insurance in force that are 
used in making the semiannual valuations of the reserve liabilities of the mu- 
tual mortgage insurance fund to determine its reserve position—are taken out 
of the asset share factors, the so-called relative share factors are obtained. 
These relative share factors for each class of business together with the amount 
of insurance currently in force in each class, and the amount in the participating 
reserve account then provide the basis for determining the mortgagors’ partici- 
pation share factors. They are literally rates for sharing in the account on an 
equitable and actuarially sound basis. 

These factors are so determined that if all mortgagors eligible to receive divi- 








dends were to pay off their mortgages during the designated 6-month period, the. 


total amount in the participating reserve account would be paid out to those 
mortgagors. Of course, this does not happen. What is not paid remains in the 
account and together with whatever allocation of net income is made to it from 
the fund every half year is available for distribution in the next semiannual 
period. 

In the early durations mortgage classes do not on the average accumulate 
sufficient resources to meet insurance costs and reserve requirements. Conse 
quently, mortgagors prepaying their mortgages within the early years after 
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endorsement do not receive participation payments. Beyond these years, the 
payments made increase with duration, that is, the longer a mortgage insurance 
contract has been in force at the time of termination, the higher the participa- 
tion payment. For many classes of business with durations of 15 years or 
more, participation payments currently are equal to the cumulative premiums 
paid by the mortgagor. The statute provides that no mortgagor with a mortgage 
insured under section 203 has any vested right in the participating reserve 
account of the mutual mortgage insurance fund. 

The share amounts, of course, depend on the amount in the participating 
reserve account and the amount of insurance in force. The size of the account 
is based on considerations of the reserve position of the fund, for, as the statute 
requires, the amount of net income which may be allocated to this account must 
be determined in accordance with sound actuarial and accounting practice. 

These share amounts will vary from time to time, reflecting changes in insur- 
ance loss experience as well as changes in current reserve requirements because 
of fluctuations in new mortgage insurance volume. The share amounts have 
been relatively high because the mutual mortgage insurance fund has not been 
exposed to a serious economic reversal. As a consequence of the fund’s favor- 
able insurance experience, the semiannual allocations from the net income of 
the fund to the participating reserve account have been relatively high. It 
should, therefore, be noted that if adverse economic conditions of serious propor- 
tions were to develop, the attendant insurance loss experience of the fund could 
be such as to reduce or even eliminate income allocations to the account. Under 
such conditions, the levels of the share amounts would be reduced. 


TABLE III-72.—Selected participation shares per $1,000 of original face amount 
of mortgage payable from the Mutual Mortgage Insurance Fund to eligible 
mortgagors with insurance contracts terminating between Jan. 1, 1959, and 
June 30, 1959 


Maturity class of mortgage 
Year mortgage was endorsed for insurance 
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Mr. Casu. Professor Rapkin, what about the proposal to extend 
mutuality to the cooperative housing program. Does that seem to 
you to be a good idea? 

Mr. Rapxry. If mutuality is to be maintained, I think it ought to 
be extended to all sectors of the homeowner groups regardless of 
whether they hold their title directly or through the instrument of a 
cooperative corporation. My feeling is that ‘it would be better to 
tailor the premium so that it covers the necessar y expenses and con- 
tingencies. This would enable the homeowner to receive the benefits 
of smaller outlays for housing early in the stage of this family cycle 
during the period in which the money is needed much more than 
at a later time when children are reared. The time preference for 
money among young families is very high, even in small amounts. 

Mr. Casu. Mr. Held, you and a prior witness mentioned a feature 
of the FHA insurance system which you characterized as a prepay- 
ment penalty. Would it not be fair to refer to that as an adjusted 
insurance premium ¢ 

Mr. Heip. You might consider it as an adjusted insurance premium. 
Actually, the adjusted insurance premium, if the loan is over 10 years 
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old, just finds its way into the participating dividends, so that it is re- 
turned back to the borrower. 

Mr. Casn. But, as a matter of fact—— 

Mr. Hewp. Yes, it is. It is an adjusted insurance premium. 

Mr. Casn. The theory is that the rate is established, let us say, at a 
low amount during the early years of risk and in the anticipation that 
the premium income will be received throughout the term of the loan. 

Mr. Hexp. Yes. 

Mr. Casu.. And that if the loan is terminated prior to the receipt of 
this anticipated income, this adjusted premium or penalty, as it is 
often called, is necessary to reimburse the agency for the income which 
was not received. Is that a fair way to state it? 

Mr. Hexp. That states it exactly right. One thing that I do think 
is that that one percent ac puttod premium should be on the reduced 
balance rather than on the face amount as it is at the present time. I 
think it is unfair that a person must pay the adjusted insurance 
premium on the face of the loan, and anyway, as I say, if the loan 
has been in existence 10 years or more, it goes back to anticipated 
dividend. 

One of the things that disturbs me about a reduction in the premium 
rate, I think is borne out by the fact that on a typical FHA insured 
mortgage, In 1958 the percent of values was 91.5 percent. In 1957 
it was only 85.1 percent. The term of the 1958 FHA mortgage was 
27.3 years as against 25.5 in 1957, and that 25.5 has remained relatively 
constant since 1955. Therefore this question of lengthening the term 
und a lower downpayment plus the fact that on a 30-year mortgage 
it takes 10 years to even build up enough amortization to equal the 
depreciation of the property. I think we have a much different situa- 
tion, and also this is further compounded by the fact that as FHA 
puts in a larger volume of loans at the top of their portfolio, the less 
the percentage of reserve is that they have against the outstanding 
loans and the ereater the risk is. 

Mr. Casn. All of this would argue for maintaining the present 
premium structure. 

Mr. Hevp. That is right. In order to settle this problem, I think 
this statement by John Linter in his book, “A Study on Mutual Sav- 
ings Banks”—and their foreclosure experience in Massachusetts— 
will indicate the complicatedness of this entire situation with refer- 
ence to possibility of foreclosure and loss. He said in his book: 

The probability of foreclosure or loss on any particular mortgage loan depends 
on the entire set of relationships existing among a large number of circum- 
stances pertaining to that loan both at the time it is made and over the course 
of its life. Among other things, future experience with mortgage loans will be 
significantly affected by the type and age of the encumbered property, the size of 
the loan, requirements for systematic amortization of principal and current pay- 
ment of tax accruals, and the stage of the cycle at which the loan is written, 
together with such factors as the structural soundness, livability, and attractive- 
ness of the property and its conformity to the general character of the neighbor- 
hood ; the economic stability, general attractiveness and convenience of the area 
in which it is located; the moral eharacter, motivation, family and personal, 
characteristics, earning power (both the amount and probable stability of in- 
come), and other obligations of the borrower; the degree to which all the 
financial terms of the mortgage contract are adapted to the particular character- 
istics of the borrower and property in the individual case, and so forth. No 
one of these factors by itself, nor any limited group of these characteristics taken 
together, will determine the soundness of any individual mortgage loan. 
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Senator WittiaMs. I wonder if we could come back to the question 
of mutuality. You referred, I believe, to how the amount that is re- 
turned at the end of the term is fixed. Could you repeat the procedure 
here, or how the amount is arrived at? 

Mr, Rapxty. I would hate to reestablish a blunder, but my under- 
standing is that the individual that terminates the mortgage is the 

recipient of the benefit and that it is administratively extremely diffi- 
cult to trace down the previous mortgagors. 

Senator Witiiams. I was not referring to that. I was just wonder- 
ing how the amount is fixed that is returned. Of course, the expenses 
are calculated. 

Mr. Rarxry. Oh, you mean the specific amount that is returned ? 

Senator WitiiAMs. Yes. 

Mr. Rarxrn. For some time past, various category groups of risk 
were established by the FHA. This has since been revised, but. within 
each group, then, the risk and loss experience was calculated. The 
amount of the reserve allocated to that group was charged with ex- 
penditures that were attributable to it and the residuals were dis- 
tributed among the various individuals who were mortgagors in that 
group. 

Senator Witt1ams. I gather the experience is different among the 
various groups, and the amounts paid out, therefore, would vary. 

Mr. Rapxin. Yes. 

Senator Witi1aMs. Could you give us some idea of the return. 

Mr. Rapxin. I can’t give you “the figure. It is somewhere in the 
book. If you will permit me to look for it later, I will find it. 

Mr. Hexp. Since 1944 dividends have been paid from the mutual 
mortgage insurance fund in the amount of $68,411,166 - to Decem- 

‘ber 31, 1956, to 539 428 mortgagors. It is now up around $70 million 
to about. 600,000. 

Senator Wit1aMs. That might relate to the opinion of Mr. Rapkin 
that if the premium had been a quarter of 1 percent for the period of 
FHA, there would be no reserves. It is probably very simple mathe- 
matics, although I am sure I do not understand it, but it might be 
well to consider this. It might be that if the premium had been lower 
there would have been no refunds. 

Mr. Rarkin. That is right. This would have been drawn from that 
source. 

Mr. Hewp. This may answer your question as to how the participat- 
ing reserve works. It says: 

Mutual mortgage insurance funds in any semiannual period are credited or 
charged to the general surplus accounts and/or the participating reserve account 
in such manner or amount as the Commissioner may determine to be in sound 
actuarial and accounting practice. 

Senator Winuiams. Thank you. 

All right, do you gentlemen have any other comments? We have 
no further questions. 

Mr. Rapin. I would just like to say one word about the single pre- 
mium. There is a major advantage to the single premium, and that 
is the FHA will have in hand the total amount at the time when it 
needs it most. The risk is greatest at the initiation of the loan, when 
the outstanding amount is the highest, and the risk declines as the loan 
is amortized. I recognize that there will be some resistance on the 
part of the house purchaser to incurring additional debt, but were the 








396 STUDY OF MORTGAGE CREDIT 





debt paid off in regular payments, it would be no more burdensome 
and, in fact, less burdensome in its early period than the mortgage 
insurance premium is now. It would have the great advantage, how- 
ever, of giving the FHA cash in hand to meet the contingencies when 
it may need it ; most. 

Mr. Casu. Has there been experience in other countries with this 
single premium plan ? 

Mr. Herp. Great Britain and Canada. 

Mr. Casu. Great Britain and Canada. 

Mr. Hep. As I mentioned. 

Mr. Rapxrn. The systems are so recent we haven’t had a chance to 
find out how they are going to work out. 

Mr. Hexp. Their real estate setup is so different from ours that you 
couldn’t apply it here. 

Mr. Casu. The experience would not be useful to us? 

Mr. Hep. Not at all. 

Mr. Rapxin. No. 

Mr. Casu. I would like to ask the question: you were here when 
several witnesses, or at least one witness, suggested that the certified 
agency program might be used much more widely than it is now used. 
If that were done, in your opinion, what would that mean in terms 
of necessity for change in an FHA premium rate? 

Mr. Rapxin. To the extent that it might reduce some of the operat- 
ing experiences of the agency, it would make possible the reduction of 
the rate. To the extent that it might create confusion, it would in- 
crease the rate. There is also the ; great. chance, of course, that the 
screening done by the individual mortgagee might not be as con- 
scientious or as careful as that undertaken by the agency itself, and 
in that case the possibility of risk might increase and the concomitant 
losses also be augmented. 

Mr. Casx. Mr. Held, have you had a chance to observe this certified 
agency program ? 

Mr. Hetp. We have not in New York, but I have talked with a great 
many people in States where it is in operation, and they say that it 
works exceptionally well. It has been one factor, I think, in really, 
for the first time, getting the FHA out into the outlying areas of the 
country where FHA mortgages had never been heard of. True, at the 
initiation of the program you will find some cases where, because of 
misunderstandings or lack of knowledge of the regulations, there will 
be some loans that might come through which might not have passed 
original FHA screening, but as the institutions get used to the opera- 
tion you understand that some of these loans have been made by 
institutions who have never made an FHA loan—I think that it will 
work more efficiently. Actually in the cities where you use the auto- 
matic lender type of operation and VA loan, the CAP program is no 
different. 

Senator Wir11ams. We have nothing further, gentlemen. We 
thank you again for helping the committee with this very fine testi- 
mony, and the subcommittee hearings will recess now until 10 a.m. on 
Thursday. 

(Whereupon, at 12:10 a.m., the subcommittee was recessed, to re- 
convene at 10 a.m., Thursday, May 28, 1959.) 
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THURSDAY, MAY 28, 1959 
U.S. SENATE, 


CoMMITTEE ON BANKING AND CURRENCY, 
SuscoMMITTrEE ON Houstne, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New Sen- 
ate Office Building, at 10:12 a.m., Senator Harrison A. Williams, Jr., 
presiding. 

Present : Senator Williams. 

Senator Wii11aMs. The subcommittee will come to order. 

Today the subcommittee will consider whether there may be a need 
for new Federal programs to assist or supplement the flow of home 
mortgage credit. Our witnesses this morning are: 

Mr. Thomas P. Coogan, president, Housing Securities, Inc., New 
York, N.Y.; Mr. James W. Rouse, president, James W. Rouse & Co., 
Inc., Baltimore, Md.; and Dr. William L, C. Wheaton, director of the 
Institute for Urban Studies at the Univ ersity of Pennsylv ania. 

I understand that Mr. Coogan and Dr. Wheaton have specific 
proposals for new Federal programs, and that Mr. Rouse has some 
general observations about the need for new programs and will relate 
to the subcommittee experience he has had in obtaining mortgage 
funds through pension fund trustees. 

Senator Sparkman has asked me to express his disappointment 
that he cannot be at the hearings this morning. He is particularly 
interested in this phase of the hearings and had hoped to share in 
today’s discussion. Unfortunately, he is unable to be here, but I know 
that he will be reading the record with a great deal of interest. 

Our first witness will be Mr. Thomas P. Coogan. Good morning. 

Mr. Coogan. Good morning, Senator. 

Senator Witu1aMs. We are happy to have you here and appreciate 
your testifying. 

Mr. Coocan. I appreciate the opportunity to be here. 

Senator WitxtraMs. Proceed in any way you desire. 


STATEMENT OF THOMAS P. COOGAN, PRESIDENT, HOUSING 
SECURITIES, INC., NEW YORK, N.Y. 


Mr. Coocan. I am trying not to repeat myself on the formal state- 
ment that I filed at the request of the committee some time ago, printed 
in the volume “Study of Mortgage Credit,” but to give some support- 
ing statements in my paper today. The technical detail and the consti- 
tution of the central mortgage ank that I propose is well covered, I 
believe, in my first paper. 
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This statement is to amplify the monograph I submitted to this 
committee on November 15, 1958, directed to the question: “What 
new facilities, public or private, should be created to increase and to 
improve the distribution of the pool of credit available for new resi- 
dential construction?” That paper proposed a Government-con- 
trolled central mortgage bank as a solution to the question posed. 

Mortgages, whether insured, guaranteed or conventional, are ir- 
revocably ‘tied to a given piece of real property and as such become 
subject to the varying State laws governing real property. This en- 
cumbers the morigage with many real and fancied limitations, li- 
abilities and costs that are irremediable within the foreseeable future. 
This has the effect of making mortgages in one State preferable to 
those in another with no common agreement between investors as to 
those that are acceptable and those that are unacceptable, regardless 
of insurance by FHA or guarantee by the VA. The modern mort- 
gage even with the security and safety provided by the guarantee and 
insurance of these Federal agencies remains an outmoded instrument. 
While other investment instruments have been streamlined and tai- 
lored to suit every conceivable investor, the real estate mortgage, even 
though serviced by the latest electronic devices, remains a queer throw- 
back to primitive times. 

Much of this hesitation and delay i in creating improvements is a 
result of the great depression during which mortgage values suffered 
greatly. At that time a new device was coming into popularity and 
was one of hes major casnalties of the financial crash. This was the 
real estate mortgage bond. The mortgage bond had been evolved to 
secure the flow of credit from the general investment market with none 
of the difficulties and problems of the mortgage itself. These bonds 
were issued against mortgages held in trust, all of which mortgages 
were conventional loans—some carrying so-called insurance of a pri- 
vate character that proved entirely inadequate. The financial loss 
suffered by the bond holders because of abuses in the operation was 
so great that mortgage bonds came into great disrepute, even though 
much needed to fill a growing void. They have never been revived 
in the residential field. 

The founders of FHA anticipated the need for an investment instru- 
ment possessing marketability, rr and catering to the general in- 
vestment field. In setting up the National Housing Act, they pro- 
vided for national mortgage associations authorized to issue bonds 
against insured mortgages held by these associations under supervision 
by the FHA; a provision neverused. Today that need is greater than 
ever before, and it is to that end that a central mortgage bank with 
wide authority and a wide field of operations is desper ately needed. 

It is needed not only to provide a reasonable flow of mortgage 
money, but to keep this money available at reasonable rates so that 
homeownership can continue to grow in the United States. It is 
needed so money will flow without prejudice into insured and guaran- 
teed loans where the real need for housing arises and by so doing 
break through the many established foibles now limiting the institu- 
tional investor. It is needed to attract billions of dollars not now 
available for mortgages because of the difficulties, problems and limi- 
tations on investment in insured and guaranteed mortgages by all but 
a limited group of institutions. 
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Few people realize that ownership of FHA-insured loans is re- 
stricted to only those organizations or corporations who have been 
approved as mortgagees . the FHA. General ownership or invest- 
ment is prohibited. W hile VA loans are eligible for private owner- 
ship, the manifold difficulties preclude widespread distribution. As 
a result, during the last 25 years (FHA’s lifetime), while many new 
types of competitive investment have been devised with special appeal 
to the general investor, the mortgage market has had to rely exclu- 
sively on a pro rata share of the funds of life insurance companies, 
mutual savings banks, savings and loan associations, and to a limited 
extent commercial banks. Savings and loan associations, while heavy 
investors in mortgages, are confined largely to conventional loans 
with a very small percentage of their assets now being invested in 
either VA or FHA. The ability to finance housing has been limited 
by the growth of funds in the established institutions, participating in 
the FHA and VA loan field, and while the assets of these institutions 
and their investments have grown, there has been a very slow entry 
of new institutions into this field. 

During this same period, competitive investment fields have grown 
remarkably. The investment trusts—largely a postwar phenomenon— 
have attracted $12 billion in about 15 years. I see by the current 
issue of Time magazine that.they quote that sum as $16 billion in an 
extensive article on investment trusts today. Corporate bonds at high 
yields, which because of the tax structure offer a relatively inexpen- 
sive method of corporate borrowing, have become very attractive to 
the investor. Many other devices, including particularly a vast ex- 
pansion of consumer credit, have provided to investors high-yield 
loans, ease of investments and complete liquidity which offer severe 
competition to the cumbersome mortgage. 

To make matters worse, the Government itself has offered some of 
the severest competition to the insured and guaranteed housing mort- 
gages. Its Federal budget avoidance schemes include such invest- 
ments as military housing, ship loans, aircraft loans and real estate 
leases involving post offices and other public buildings by the General 
Services Administration, all insured or guaranteed by an agency of 
Government. These have offered investment opportunities tailored 
more closely to the investors’ needs on more attractive yields and with 
more effective insurance and guarantee than that afforded housing 
mortgages. The situation has now reached the point where those 
institutions partial to FHA and VA loans are at the saturation point 
in the ratio of mortgages to total investment and new investments are 
predicated on the amortization of the mortgages now held and the 
availability of new funds to these institutions. The great investing 
public, the smaller banks and savings institutions, smaller life insur- 
ance companies, most of the casualty insurance companies, the enor- 
mous sums in pension funds are not available except in token amounts 
for mortgage investment because of the restrictions, limitations and 
lack of liquidity i in mortgages. 

If we are to face up to the housing demand of the next decade and 
provide the housing necessary for American needs, steps are long past 
due for a fiscal agency to transmute the awkward mortgage into an 
attractive investment instrument possessing general marketability 
and a resulting liquidity. That instrument lies at hand in the FNMA 
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(in spite of its hybrid charter) which has established beyond doubt the 
ability to sell mortgage notes and debentures at yields consistent with 
the market. 

By converting FNMA into a true central mortgage bank, as out- 
lined in the proposal, this very desirable operation could be attained 
with a minimum of transitional problems. FNMA as now constituted 
has innumerable limitations and defects. In spite of these defects, 
FNMA with its competent management has proved what a tremendous 
service could be performed if these limitations did not exist. The 
intent of the present FNMA to become a private corporation, inde- 
pendent of Government, is a will-of-the-wisp theory that prevents its 
effective operation. As presently constituted, it must continue to 
exact a toll, by requiring the purchase of stock in the corporation 
with each transaction. Like all stock that is bought under duress or 
as a penalty, it is immediately resold in the open market. 

The stock recently has been quoted at between 50 and 60 percent of 
its purchase price, and this value will never increase in the foreseeable 
future, because a new, large supply is being added daily and the new 
supply is always purchased through necessity and not through desire 
and is immediately again resold. The net result is that mortgagees 
operating with FNMA own little or no stock in it. The stock has 
drifted into the hands of investors interested only in the yield and the 
speculative possibilities and totally uninterested in housing. The 
stockholders have no say in its company management or policy, and if 
the present stockholders did have control, under present conditions, it 
would be a calamity. So we have an organization set up, eventually to 
be taken over by investors uninterested in housing, operating princi- 
pally for a profit irrespective of the housing situation, and exacting 
an increasing toll from the homebuilding industry with each trans- 
action. 

Further, if the letter of the law were followed and all purchase 
prices kept under the prevailing market price, we would soon have a 
completely demoralized mortgage market. 

The suggested conversion to a central mortgage bank provides for 
the institution to operate as a stabilizing influence. Contrary to crit- 
icism, the central mortgage bank will not depend on continuous ad- 
vances from the Treasury, but will probably reduce these to a mini- 
mum not yet achieved by previous alternatives. It will make unnec- 
essary special assistance funds for any purpose other than disaster, 
even those included in current legislation before Congress. It will 
further and very rapidly restrict and prevent over expansion of hous- 
ing credit as well as support housing in periods of stringency. The 
need for a central mortgage bank today to stabilize the mortgage 
industry is almost as great as the need was for the creation of the 
Federal Reserve bank after the 1907 depression. It will actually 
serve the same purpose in this tremendous field of $140 billion of 
mortgage credit that now operates completely free of any coordinat- 


ing influence with the public debt and the general security and invest- ° 


ment market. 

It will further and probably most importantly stop the senseless 
spiral of interest rates with which we are now involved. It seems 
that the Government itself is a principal: offender. It continues to 
market securities bearing its insurance and guarantee at constantly 
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increasing interest rates and by so doing creates unnecessary com- 
petition to its own Treasury financing. If the pressure of investors 
for higher yields continues in the present mood, all mortgages soon 
will be selling at yields limited only by the statutory laws of the 
various States. The added value created by insurance and guarantee 
is being lost or rather forgotten, as always happens in periods of 
great prosperity. The competition from such yields will have its 
effect on the Treasury financing and will cost the country billions of 
dollars in additional debt service. A properly operated central mort- 
gage bank, coordinated with Treasury and the Federal Reserve policy, 
can market notes and debentures, backed by the insured and guaran- 
teed mortgages, at yields that will not be too competitive with Treas- 
ury’s and will ease the present interest rate war. 

It is fantastic that today there is no coordinated program on the 
issuance of insured and guaranteed loans from FHA, VA and com- 
peting Government agencies. Instead, all are dumped on the market 
without any attempt to prepare the investment field or insure their 
prompt absorption. These investments are largely restricted to the 
same institutions that buy mortgages (and who also buy and hold 
Treasury bonds)—a small group that has not expanded and at times 
cannot absorb the huge offerings. In order to push these loans on 
this limited and overloaded market, interest rates have been con- 
sistently increased in an attempt to make each offering more attrac- 
tive than the other. 

If this is allowed to continue, there can be only one answer, as there 
was in 1929. The rising cost of money is one of the factors pricing 
housing out of reach of those most in need. It has already raised the 
debt burden of rental housing so that no low- and little middle-income 
rental housing can be built today. It is blocking housing in all 
its phases. 

The Congress has been called in many times to provide special 
assistance funds for section 213 of FHA; for low-cost housing for 
sale; for veterans’ housing; and for housing in remote areas. Yet 
these are but token affairs, and housing remains unavailable in many 
areas and for many people. 

The central mortgage bank, through its sale of debentures, would 
eliminate the problem of investors’ whimsies. The bond buyer would 
not know or care whether the money helped finance housing in a coop- 
erative, for a minority group citizen, or for a person in some remote 
rural community where they would not normally invest. 

When we provide a central mortgage bank, we have accomplished 
housing in America. We can begin to rebuild our slums—make urban 
renewal work—provide good housing for anyone with ability to own 
or rent a home of his own. 

Senator Wiutams. Thank you very much, Mr. Coogan. <A very 
challenging statement. 

Do you have any questions to ask, Mr. Cash ? 

Mr. Casn. Mr. Coogan, I think it would be helpful if you would 
relate briefly how the central mortgage bank would be established, 
how it would be capitalized, who would participate, what would be 
its functions. Would you do that? 

Mr. Coocan. I would be glad to, yes. I am not going to attempt 
to spell it out, dotting the i’s and crossing the t’s, because I can always 
get into senseless arguments over a trifling detail. What I am pro- 
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posing is a philosophy, or rather an idea of the central mortgage 
bank basically converting mortgages into bonds that will have liquid- 
ity and general accept ability i in the investment market. 

The present Fannie Mae has a considerable portfolio in its liquida- 
tion and management portfolio for which it is indebted to the Treas- 
ury, the money having been advanced by the Treasury. This is sep- 
arate and apart from the sec ondary mortgage operations which are 
now running. The secondary market operation was financed with 
peer money in the preferred stock, and it now has a capital— 

I don’t recall the exact figure—considerable capital that it has ac- 
quired through the sale of stock which is required with each purchase, 

I would propose lumping all these assets together. The stock would 
probably have to be refunded and be repurchased. I would like to 
create the central mortgage bank as a Government-controlled agency 
of the independent agency character where the stockholders would be 
a membership corporation where a requisite number of shares must: be 
owned by any mortgagee or any bank doing business with the central 
mortgage bank. That i is, they must own a certain minimum amount 
of stock in order to do business. 

I would have the Board of Fannie Mae composed with a regional 
group something like the Federal Reserve Board so the various sec- 
tions of the country would be represented and also so that it would 
truly represent the housing industry; that is, the builder, the mort- 
gage bankers, commercial bankers, investment institutions and the 
public. My original suggestion was 12 men. Whether it is 10 or 15, 
I wouldn’t argue. I picked on 12 because it compares favorably with 
the Federal Reserve Board. 

The Board would have complete authority to buy whatever loans 
are insured or guaranteed at a price they would fix periodically as a 
purchase price. They would have authority to issue advance com- 
mitments for a fee and at a price that they would determine from 
time to time. They, in turh, would issue notes and debentures to 
carry these mortgages. 

I believe that Fannie Mae has proved, under its present excellent 
management where it has operated very skillfully and artfully under 
the limitations imposed by the law to help the market, that it can sell 
its notes and debentures and they would have a wide market, par- 
ticularly among the pension funds. 

The new central mortgage bank would have to have access to the 
Treasury for borrowings for which it would tide it over periods of 
money stringency to keep a reasonable flow going. For instance, 
last year the Congress had to appropriate a billion dollars for special 
assistance which creates a single-shot investment in mortgages limited 
to a certain group and limited to those people who are able and 
qualified to buy the advanced commitments, had the land ready and 
could step in and build the houses. It provided, in my opinion, the 
turn in the economy last year. I think the billion dollars, the revival 
of the housing starts, really turned the economy and has been the 
single greatest help that we have had, this in spite of the continuing 
downturn in the automobile industry. 

But that was a single shot. The effects are very limited. Half that 
money injected into the debentures system of a true central mortgage 
market would have done, probably, more good, would have spread 
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over the general market, not been limited to any particular classifica 
tion. The Board, in its judgment, should have discretion to advise 
and guide both F HA and VA to prevent the existing methods now of 
Fannie Mae screening the loans insured by FHA. 

My concept of FHA was that the Federal Housing Administration 
insurance of a loan amounts to the agency’s endorsing that loan, makes 
it a negotiable instrument, makes it secure against loss. Yet when 
that loan is tendered to Fannie Mae, it is screened again for the credit, 
it is reprocessed again, which I be lieve is sort of a double second- -guess- 
ing by an agency which is not close to the field. 

The new central mortgage bank would have none of this. It would 
buy anything insured or guaranteed at a price. It would control its 
purchases by its price, and all the costs to the seller would be reflected 
in the price that the central mortgage bank paid for the mortgages. 

I do not believe that there would be a tremendous sale to—a lot of 
people seem to think that by doing this they would get all the mort- 
gages, They certainly would not. The present institutional investor 
or heavy buyer like the mortgages, and they would get a higher yield 
by buying the mortgages directly and servicing them than buying the 
notes and debentures issued by ‘the central mortgage bank. “So that 
that group now investing in mortgages would continue to invest, but 
we would have the bonds and notes to attract these other investors. 

Mr. Casu. What is there about this that is essentially different 
from the secondary market operations of the Federal National Mort- 
gage Association right now ? 

Mr. Coocan. What is different than the present Fannie Mae? 

Mr. Casu. Essentially, yes, sir. 

Mr. Coocan. Basically ‘because the present Fannie Mae is set up to 
be taken over by private enterprise. Under the original law the Gov- 
ernment advanced the preferred stock. When enough stock has been 
sold to reimburse the Treasury, the control of Fannie Mae theoretical- 
ly would pass into the control of its stockholders. 

Mr. Casn. But that is far in the future, is it not? 

Mr. Coocan. It is far in the future, but it motivates their operation. 

Mr. Casu. So at the moment it is a Government-controlled opera- 
tion, and it has the power to sell debentures, and it has the power to 
buy and sell insured or guaranteed loans. Those seem to be the in- 
gredients of the central mortgage bank. 

Mr. Coogan. They are the ingredients. That is why without creat- 
ing something new I am attempting to convert it. The Fannie Mae 
as now operated charges the required stock purchase with every trans- 
action. 

Mr. Casn. That would be eliminated ? 

Mr. Coocan. That would be eliminated. They would own the 
stock and have a membership; then the stock would immediately have 
a high value, because the stock would, in addition to its yield and its 
speculative value, permit you to do business with Fannie Mae, so 
that it would make that easier and not keep glutting the market with 
stock. 

Mr. Casu. Perhaps another principal difference is that there would 
be a different relationship with the Treasury than the relationship 
that now exists for secondary market operations. 

Mr. Coogan. What was that question again ? 





404 STUDY OF MORTGAGE CREDIT 


Mr. Casu. Would the central mortgage bank have a different under- 
standing with the Treasury than existing Fannie Mae secondary 
market operations has? Is that what you mean by the Treasury pro- 
viding funds during periods of stringency ? 

Mr. Coogan. No, approximately the same situation. That is, in 
times of stress they borrow from the Treasury, and then as the market 
swings, they would issue notes and debentures and repay the Treasury. 
They would, through their capital sale, acquire adequate capital with 
the Government backing. There is a great deal of talk as a private 
corporation about the ratio of its capitalization, the amount of bonds 
it issues. As a Government operation and investing its money in 
nothing but insured and guaranteed loans there is no necessity for 
an effective ratio between its capitalization other than its operating 
money. 

Secondly, the central mortgage bank would have control over the 
interest rates in what I propose. That is, what it costs to raise money 
in the open market through the issuance of its notes and debentures 
would allow them, through the long swing, to change and fix the rates 
on FHA and VA loans consistent with what they have to pay for 
their money, keep it in tune with the market, take it out of political 
pressures that now affect interest rate changes, and endeavor to keep 
it as low as possible. 

Mr. Casn. That isa primary difference, then. 

Mr. Coogan. That is a primary difference, and the fact that the 
central mortgage bank would have to have some coordination with 
FHA and VA. In times of overbuilding it might effectively slow 
down the issuance of commitments from FHA and VA when the mar- 
ket was unable to absorb it. 

Mr. Casu. What about trading in uninsured and unguaranteed 
mortgage loans? Would your central mortgage bank be permitted to 
trade in those? 

Mr. Coogan. No, sir. 

Mr. Casn. It would not? 

Mr. Coocan. I can’t see how you can without weakening the whole 
central mortgage bank structure, because all the mortgages backed 
by the Government, the bonds themselves, would pass through. 

We had an instance of that in the ship loans where the Maritime 
Commission guaranteed ship loans. They put that mortgage in trust 
and issued bonds against them and got permission from the Attorney 
General to call the bonds insured bonds. The bonds themselves were 
not insured. but they represented an insured mortgage. 

Senator Wirt1ams. Mr. Coogan, you are president of Housing Se- 
curities, Inc., is that right? 

Mr. Coogan. Yes, sir. 

Senator Witr1ams. Where are you located ? 

Mr. Coocan. In New York. 

Senator Wiiu1ams. Would you describe the nature of your busi- 
ness? 

Mr. Coocan. We are in the mortgage brokerage business. Housing 
Securities is owned by about a hundred builder stockholders. It is 
located all over the United States. Our directory is all over the 
United States. It was created in 1950 to try to widen and improve 
the market for FHA and VA loans. I have been president since 1950. 
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We try to find new markets for loans, to educate people to the security 
and safety of the VA and FHA loan, to continue to keep the investor 
and the builders and mortgagees advised of what is going on, try to 
widen interest in the insured and guaranteed loan market. And we 
also sell loans on a brokerage basis for mortgagees located around the 
country. 

Senator Witt1aMs. I see. You buy mortgages. 

Mr. Coocan. We do not buy them, we act as a broker, as an inter- 
mediary. 

Senator WiiiaMs. I think that is all, and we certainly appreciate 
your proposal and testimony supporting it. 

Mr. Coogan. Thank you. 

Senator WILLIAMs. er next witness is Mr. James W. Rouse, presi- 
dent of James W. Rouse & Co., Inc., Baltimore, Md. 

Mr. Rouse. Yes. 

Senator WiiuiaMs. You are a frequent visitor before this com- 
mittee, and we always look forward to your testimony. 


STATEMENT OF JAMES W. ROUSE, PRESIDENT, JAMES W. ROUSE 
& CO., INC., BALTIMORE, MD. 


Mr. Rouse. Thank you, sir. 

I prepared an initial statement some months ago, printed in the 
Study, which in itself was not a very extended statement, and the 
attempt to summarize it would almost put me out of here altogether, 
so I came without a statement, just to make some comments, really, 
that relate to it. 

I would begin by emphasizing that although most of the participants 
in this interesting set of hearings are economists and professionals in 
the field of money, one way or another, I seem to be one of the few 
who can’t qualify in that expert role and am really just a practicing 
mortgage banker operating in the Baltimore-Washington area. 

Our company represents 16 life insurance companies and 22 sav- 
ings banks investing their money in mortgages. We therefore, over 
a period of 20 years, have been continually in the fray of the mortgage 
market on an operating basis dealing with individual homeowners, in- 
dividual builders, and with the investors whose money we lend to 
those homeowners and builders. We have financed some 14,000 houses 
and 13,000 apartments and over $250 million in mortgages in the past 
10 years. 

The real target of the committee’s query seems to be: Will there 
be an adequate supply of housing credit in the next decade, and are 
new facilities required to make sure that it is so? 

It seems to me that the important thing for all of us in approach- 
ing that problem is to seek to discover whether or not there are any 
barriers that prevent the natural, normal flow of money which should 
be expected to find its way into housing credit, are there any barriers 
that keep it from getting there? Are there artificial conditions in the 
market that keep out of housing finance money that should be there? 
Are there high costs that cause the rate that has to be obtained on 
housing finance to be higher than it ought to be; that is the task—to 
meet the demand for housing finance with the widest possible market 
to supply that demand. 
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I personally feel that we are on unsound and artificial ground the 
minute we seek to do something which establishes a preference e for 
housing credit. Everything demanding money in this country has 
a valid base. We need to finance our public utilities, we need to 
finance the production which supports our economy. We need to 
finance the cities and States and highways and bridges and the re- 
quirements of all of our political subdivisions throughout the country, 
and we also need to finance our housing. 

When we attempt to build a program that seeks to give an artificial 
advantagé to any one of these components that constitute the demand 
on our capital, then we are simply building a condition that soon will 

cause the disadvantaged components of the total demand picture to 
seek a compensating advantage, and thus bit by bit we tend to build a 
floor of competition with artificial supports. 

Fairly, honestly, and soundly, we should always be exploring meth- 
ods of eliminating the things that cause some demand for money to 
compete disadvantageously but not to give it an artificial adv antage. 
I don’t think it is necessary. It seems to me it is fair to say that our 
total demand as a people, as a nation for sound living conditions, sound 
neighborhoods, sound houses, our capacity as builders and bankers to 
sell what it is we are producing is such that we should be able to ap- 
proach the total capital conditions in the country with confidence, that 
given a free, equal, competitive condition, we will be able to produce, 
if the total capital is there, the money required to finance the housing 
that is built. 

What we should ask then is: “Are there any artificial diversions 
from the housing market of money that might omanalae be expected 
to find its way there?” Historically this means the long-term savings 
of the country. It is the long-term savings that are most. naturally the 
funds that provide the support for long-term mortgage finance, and 
the first thing, therefore, that. we look at is whether there is anything 
happening that is causing a barrier between these long-term savings 
in America and the demand for housing credit ? 

And I think there are some barriers. It begins with the pension 
funds. Over the last few years, the last decade, this has arisen as a 
brand new factor in the whole long-term savings picture. Character- 
istically, our long-term savings have accumul: ited in savings and loan 
associations, savings banks, life insurance companies, and savings ac- 
counts in commercial banks. But now, the SEC reports that the 
total corporate pension funds 1 in the United States total $22 billion and 
increased by 14 percent in 1958 alone. This is larger than the life in- 
surance companies were just a few years ago. 

Senator WitiiaMs. Does that include union pension or welfare 
funds? 

Mr. Rouse. I think that is just the cor porate pension funds. 

And also in that same report the SEC noted how the money was in- 


vested. Although it was able to show so many billions in corporate 


bonds and so many billions in Government bonds and so many billions 
in securities, it showed $1,700 million in other investments, which in- 
cludes mortgages along with everything else. So that here in this last 
decade we have had an important growth of long-term savings which 
has not obeyed the characteristic habits of that kind of money. This 
has been to the great disadvantage of housing credit. 
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Why has this been so, and what might be done about it? There 
are several reasons; some of them very natural and human. First 
of all, the pension funds all started from nothing. They came in with 
their first dollars; they were small funds. W hether they were self- 
administered or administered by a trust company, these assets were 
relatively inconsequential at the beginning, and the money was put 
in securities in some form. 

The investment management of the pension trust funds has been es- 
sentially securities minded. Almost without exception the people ad- 
ministering the pension funds in the United States come from a back- 
ground on the securities market with little or no familiarity with 
mortgage investments. 

Therefore, the first problem in bringing pension funds into the mort- 

gage field has been to cause them to understand mortgage loans, to see 
ee they operated, to have confidence in them, to appreciate what 
an FHA guarantee and a VA guarantee meant. This essentially is a 
job of salesmanship. It is exactly the same kind of problem the coun- 
try faced when the FHA first came into being. Nobody wanted to 
make FHA loans. It took months and years to persu: ide the life in- 
surance companies that the FHA loan was a sound investment. This 
same kind of program we need to face now with the pension funds. 
We need to face the task of straight, old fashioned, American sales- 
manship in causing these securities-minded people to become educated 
in the mortgage field. Time and enough hard and resourceful selling 
plus a competitive product will answer that particular difficulty. 
There is no other solution for it but that kind of hard selling. 

The second aspect of the pension fund diversion from the mortgage 
field is more difficult. The fact is that these pension funds are, for 
the most part, held by trust companies who administer the funds under 
contracts which call for very small trustee commissions. 

I was personally astonished, as we explored this with trust com- 
panies at the tiny fractional percentages, one-eighth of 1 percent, one- 
sixteenth of 1 percent commission rate that the pension fund trustees 
operate on. This meant that it was impossible for these trust com- 
panies, within that margin, to assume the home-office detail function 
of managing a mortgage account. And even the large, self-admin- 
istered pension funds like United States Steel, and General Electric, 
are administered by a group of people who occupy space smaller than 
this room. They do not want to assume the burdensome detail of 
managing a home-office mortgage account. 

There have been a number of attacks made on this problem. We 
will never break through the pension funds until some way is found 
of licking it. The Institutional Securities C orp., a corporation formed 
by the savings banks of New York State to provide a central facility 
for the savings banks in the early days of the FHA, formed a facility 
called Instleorp, which was designed to perform the home-office func- 
tion for pension funds. 

Very recently there was announced the formation of an activity 
known as the Mortgage Corp. of America, which, Mr. Sam Neal, who 
is here i in the room, is ; counsel for, I believe. This is the first attempt 
to issue debentures against a pool of FHA mortgages and thereby 
make them salable to individuals. This is being done with the ap- 
proval of FHA, is being registered with the Securities and Exchange 
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Commission. It is another plan to get through to pension funds and 
individuals and free them of home-office overhead. 

Twenty-eight mortgage banking companies around the country 
have formed a company known as Investors Central Management 
Corp. We put up individually, the half-million-dollar capital for 
that corporation and set up its office in New York. The central pur- 
pose of this venture was not to make a profit for the originators, for 
the sponsors of it, but to create a vehicle which would permit us to 
get through to pension funds as a source of money to finance builders 
and homebuyers. 

ICM’s idea was that we could be the actual home office mortgage de- 
partment of a pension fund trustee. We did a great deal of research 
on this. We worked very closely and with the most sympathetic ear 
to the pension fund trustees themselves. The Bankers Trust, the 
Guaranty Trust and others were extremely helpful in seeking to find 
the way that this would work. We came up with a management 
agreement that transferred to ICM virtually the entire load of home- 
office work, so that all mortgage payments made by the individual 
originators go into the ICM central office; all back and forth between 
typical home offices and originators on delinquent collections are 
handled by ICM. All loan papers are kept by ICM when the loan is 
ready for purchase, the trust company is advised that the collateral is 
available; that it meets all of their required tests, and payment for the 
loan is then made by the trust company. Thereafter the monthly pay- 
ments of principal and interest come in to ICM from all over the 
country. These are pooled and redivided by ICM for the various pen- 
sion funds administered by the particular trust company so that the 
trust company receives one check for principal and interest each 
month for each pension fund which it is administering. 

Thus, the administrative workload has been reduced to the closest 
arallel to the handling of securities that I think could be achieved. 
t has been set up under extremely responsible management agree- 

ments, drafted by Sherman & Sterling & Wright. Price, Water- 
house & Co. audits the operation. The American Appraisal Co. is 
used in inspecting the properties. 

Because the essential purpose here is not one of making money out 
of the operation but of opening up the supply of money, the charges 
by ICM to the individual pension fund trustees are very modest. 
ICM’s servicing fee is one-eighth of 1 percent. This compares very 
favorably with the most efficient home office mortgage departments of 
life insurance companies and savings banks. Now, therefore, a pen- 
sion fund trustee is able to start out with no heavier cost, than the typ- 
ical savings bank and life insurance company has been able to achieve 
after generations of work in this field. 

I believe these attempts to deal with the trustee’s home office prob- 
lems indicate that there are ways of beating down these problems. 


The size and growth of the pension funds make it imperative for all 


of us in the housing or housing finance fields to continue to work 
resourcefully until we come up with ways of cracking through these 
administrative problems. 
The third condition that separates the pension funds from housing 
credit is the most serious of all barriers that separate long-term savings 
from housing finance, and that is the inability of FHA and VA loans 
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to offer a yield to the investor which is competitive with other oppor- 
tunities in the investment market. 

ICM finally, after more than a year of work, signed a management 
contract with the Guaranty Trust ‘Co. of New York. They placed an 
initial order for a million dollars of mortgages. This was to be fol- 
lowed—and much later was followed by—other orders, but just about 
that time conditions in the money market shifted. Interest rates rose 
and FHA and VA loans with fixed interest rates became uncompeti- 
tive. Our negotiations with other pension fund trustees simply 
stopped and everything went on ice, because there was no way that 
these trustees could buy FHA and VA mortgages in competition 
with other investments available to them. 

Early in 1958 conditions in the money market shifted once again. 
FHA and VA mortgages became competitive. Contracts were si igned 
with both the Bankers Trust and Morgan, and in the ensuing 9 months 
better than $30 million of mortgages were placed with the pension 
funds. We were well on the way to breaking through the pension 
funds. We had gotten beyond the point of individual orders, and 
were beginning to. operate on the basis that what we produced would 
be taken by them. At about that time conditions shifted again, FHA 
and VA loans, because of their ceiling interest rate, became uncom- 
petitive and have remained so ever since. There is nothing but a 
trickle of money now finding its way from the pension fund trustees 
into housing finance. 

The second category of investor which seems to me possibly to be 
separated from the lt ae credit field are individual investors. 


In the 1920’s this was a very important part of the total support for 


housing credit. It is almost nonexistent today. 

Mr. Coogan has pointed out that an individual can’t hold an FHA 
loan legally and as a practical matter doesn’t hold any current, long- 
term monthly amortized mortgage. He has no way of handling the 
reinvestment of these small sums of capital that are coming back to 
him, and it becomes a completely uneconomic investment for the in- 
dividual. I suspect that a large part of this individual money that 
might have previously found its way into housing credit is now doing 
so through the facilities of the savings and loan associations, which 
have been the most important factor in housing finance. However, 
this is one area in which it seems to me a new facility of some kind 
with some form of Federal sponsorship might be well justified. I 
think back to the provision in the original housing act for the national 
mortgage associations. These were never formed, not because no one 

wanted to form them, but because none were allowed to be formed by 
any of the private groups which sought to do so. Eventually the 
Government formed the Federal National Mortgage Association. 

I speak for a slightly different facility than that contemplated as 
national mortgage associations. I am thinking in terms of relatively 
small activities, local in character, designed to find the way for small 
pools of local funds to invest in FHA and VA loans. Small ventures 
of limited capital supervised by the FHA or by some other facility 
of Government, perhaps FNMA, should be able to issue debentures 
against pools of FHA and VA loans and then sell these debentures 
in the market available to them. They would be local mortgage asso- 
ciations. 

41549—59——27 
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I think that many of these would remain quite small. Some might 
grow into larger institutions, but I am really thinking of them as de- 
vices for getting to the nook-and-cranny money which is around in 
the community in the hands of individuals, groups, endowment funds, 
and so forth. Stimulated by local mortgage bankers, or by commer- 
cial bankers in smaller communities, this local mortgage association 
would make FHA and VA loans available to various accumulations 
of funds in the community. 

Senator .WituiaMs. You describe these as something like regional 
mortgage ca 

Mr. Rouse. I am thinking of them not as banks, but as local mort- 
gage associations designed solely for the purpose of permitting the 
issuance of debentures against pools of FHA and VA loans. I am 
deliberately thinking of them as small, because this, I think, may be 
the way they have the best chance of reaching the money. Many peo- 
ple in the mortgage banking business, would absorb the administrative 
load of administering and marketing this kind of paper in order to 
get a source of money. The essential purpose of this association 
would not be to make a profit out of its operations, but to develop an- 
other source of funds to lend. 

Our company, for example, would operate such an association just 
as we seek to get a new insurance company account or a new savings 
bank account, to represent in our community. It would be in the 
same kind of spirit that prompted us to get together with other mort- 
gage bankers and create Investors Central Management Cor p.-—not to 
make money out of ICM, but to reach through to the pension fund 
trustee. ’ 

I think that the total administrative and marketing cost that this 
kind of a local mortgage association would experience would be very 
modest, if not nonexistent. It could come extremely close to oper- 
ating just on the conventional one-half of 1 percent servicing fee and 
issuing debentures with little or no additional cost. for administration 
and marketing. Whatever happens to reduce these costs increases 
the opportunity of such debentures being competitive in the money 
market. I am thinking of no Government guarantee on the deben- 
tures, but reliance on the underlying security of the VA and FHA 
mortgages. 

The third area in which there have been artificial barriers that have 
operated with enormous impact to separating long-term savings from 
housing credit is among the insurance companies and the savings 
banks themselves. Here the demon has been unquestionably the ceil- 
ing on interest rates. This really is not an arguable fact. It is 
demonstrable in many ways that the ceiling on interest rates has forced 
out of the FHA and V A markets money that would otherwise be 
there. The theoretical reciprocal of a ceiling on interest rate has been 
the discount—if the ceiling forced the rate to be noncompetitive, then 


it would find the discount level which would restore it to competitive 


osItion. 

But actually this does not work that way. As the discount deepens, 
many inv estors are driven out of the market, because they are unwill- 
ing to buy mortgages at deep discounts. They are unwilling to buy 
them for a number of reasons. First of all, it is not customary for 
originating investments to be issued at deep discounts. It is true 
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that bonds are traded at discounts, but very, very seldom is an original 
issue of securities issued at a discount below par. And this is even 
more difficult and unusual when we are dealing with a multiplicity 
of individuals, homebuyers and homebuilders—many, many small 
borrowers. The insurance company investor or savings bank investor 
can’t know who is absorbing this discount, who may be getting hurt, 
what kind of business may be going on here, what kind of criticism it 
may eventually suffer for having bought loans at 96, 95, 93,91. From 
time to time in the Senate and the House there have been references 
to the fact that such an operation is looked upon as tainted. 

I personally think it isn’t. I think it is a natural operation of the 
law of supply and demand, but I can understand the manager of in- 
stitutional funds shrinking from it. They have—and their shrinking 
has forced many of them out of the market. As it has forced some of 
them out of the market, this, in turn, has further reduced the supply 
of money; deepened the discount and then driven others out. Thus, 
the attempt to lower the cost of financing through a controlled inter- 
est rate has actually had exactly the reverse effect of increasing the 
cost of financing to borrowers by reducing the supply of money avail- 
able to them. This has been true for 3 years. In financing housing 
construction in America, this exaggerated sense of importance of a 
ceiling on interest rates, has in effect increased the cost of mortgage 
credit to the individual homebuilder and home buyer. If the home- 
builder absorbs the cost, eventually it expresses itself in increased 
price to the home buyer. 

Something we have to remember in the operation of the supply of 
funds for housing credit is that these funds are almost entirely held 
by trustees, mutual corporations, nonprofit enterprises. The savings 
banks, the savings and loans, the insurance companies, the pension 
funds themselves are almost all operating on a mutual nonprofit basis. 
Therefore, the ultimate source of this money is as large a group of 
smal] individuals as the homeowners constitute themselves. 

When we think in terms of protecting the position of the home- 
owner, it just simply isn’t going to be possible to protect him, at the 
expense of the individual savings bank depositor and policyholder, 
because the trustee of the depositor’s and policyholder’s funds isn’t 
going to let it happen. He will find other competitive sources of in- 
vestment that will give the best possible yield on the funds he holds. 
This he must do. It is his responsibility to do it. It is his respon- 
sibility in administering those funds to see that he gets the best pos- 
sible return with acceptable risk on the money he has to invest. 

Just before summarizing, I would like to personalize this once 
again by pointing out what has happened in my own company in the 
course of the last 3 years. We started out in business, as have most 
mortgage bankers, primarily handling residential mortgages. The 
mortgage banking business was a very small business prior to FHA. 
FHA created the opportunity for a national business in residential 
mortgage loans. 

Our company started out in 1939 engaging almost exclusively in 
business of making FHA loans. Of course, we handled other types 
of mortgages, too, but this was the bulk of our business until about 
5 years ago. Increasingly over the last 5 years as our sources of 
funds have been driven in and out of the FHA-VA market, we have 
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had to become more resourceful in covering the whole field of mort- 
gage credit. It is interesting to note that now we have 105 people 
in our company, 70 of them are engaged entirely in the mortgage 
business, 50 of them entirely in the field of residential mortgages, 
and yet in our fiscal year that is ending on May 31, we have han- 
dled $50 million in mortgages, $10 million on houses, $30 million on 
apartment houses, shopping centers, retail stores, industrial plants 
and the whole line-up of what we call commercial lending. We are 
now servicing $170 million in mortgages; $59 million of that is VA 
and FHA single-family houses, $50 million of it is FHA-insured 
apartment houses and $61 million is some form of large commercial 
financing. 

Gradually we are moving out of the residential field. As bright 
young men come along in our company they find a greater future in 
commercial lending. This is an expression of what is happening 
among institutional investors. Their funds are available in other 
fields than housing because they can find a competitive yield in other 
kinds of mortgages. 

With my statement I gave a list of shopping center mortgages. 
We have financed a large number of shopping centers over a period 
of years. Therefore, in this same type of investment we could show 
a trend for a 10-year period. In that period we have made mortgage 
loans as low as 4 percent and as high as 6. We have never been un- 
able to finance a shopping center because of a lack of funds. At 
the peak in the congestion in the money market in the fall of 1957 
we financed shopping centers but we could do no residential mortgage 
business at all. The investment market has responded to conditions 
in the money market, and it has been possible to obtain financing for 
almost any commercial activity over the so-called tight money period 
of the last 2 or 3 years. 

In summary, therefore, I would say that the right answers, the 
sound answers to the discovery of new facilities to support housing 
credit will be found not in creating an artifical structure to give 
housing credit a unique advantage over other forms of credit, but will 
be found in finding the way to remove artificial barriers which prevent 
a free and full flow of long-term savings into housing credit. 

In this connection, it seems to me that all that is needed now (other 
than the normally dependable characteristics of resourcefulness and 
hard selling by a free-enterprise system), to reach the pension funds 
is for FHA and VA yields to investors to be predictably competitive 
so that the trustees know they can be in this business year after year. 
This means a free interest rate in FHA and VA loans and a removal 
of the illusion that anyone is being protected by a device that causes 
a separation of large pools of funds from the market. 


Secondly, it seems to me that it is worth real exploration whether 


there isn’t a source of funds to tap bv authorizing the establishment 
of local mortgage associations. supervised by FHA or FNMA, to issue 
debentures against pools of FHA and VA loans. 

And, thirdly, I reemphasize the indispensability of a free interest 
rate on FHA and VA loans to assume a dependable and continuing 
attraction of insurance company and savings bank funds into housing. 
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Thank you, sir. 

Senator Wimu1aMs. We certainly thank you, Mr. Rouse. Again, you 
have given us a very decisive look at some of the problems we face 
in this field and have made us a lot of suggestions that will bear a 
lot of study and thought. 

I wonder if you would care to comment on Mr. Coogan’s proposal. 
I believe you were here when he discussed his thought that a central 
mortgage bank might be one of the answers to this problem that we 
have expressed ? 

Mr. Rouse. I have great respect for Mr. Coogan’s vigorous advocacy 
of the central mortgage bank which he has maintained sometimes in 
the face of discouraging criticism. I think that he may have opened 
up some sound ideas. I am completely sympathetic with that part 
of Mr. Coogan’s objective which relates to making housing credit 
competitive with other demands for long-term funds, and I am com- 
pletely unsympathetic with every aspect of it that seeks to give 
through the use of Treasury funds an artificial support or artificial 
advantage to housing credit. 

Mr. Coogan refers to the fact that we probably must look forward 
to a continuance of credit controls and activity in the credit market 
by Federal Reserve as a force in our total economy, and I feel that 
Mr. Coogan then says we must create a central mortgage bank in 
order to offset that force. Well, this, to me, is artificial. If, asa mat- 
ter of national policy, we have determined that this capacity of Fed- 
eral Reserve to operate is right, then I think it should have the maxi- 
mum impact. If we don’t agree with it, then I think it is a matter of 
national policy to change it. But it is complex and unsound to build 
up one special compensating force to combat another force which 
we have introduced as a matter of national policy into our economy. 

I would ask the same questions that Mr. Cash did. I believe that 
the role of Fannie May in issuing debentures against the collateral 
of long-term mortgages, of FHA and VA mortgages, in the manner 
that it is now doing is a true, sound secondary market function, and 
I think it should persist in it. I am unable to find any essential limi- 
tation on that in the fact that there is some private stockholding of 
Fannie Mae, and I certainly would think that if that is a complica- 
tion, it should be dealt with directly as a problem rather than by es- 

tablishing an organism as elaborately special in support on housing 
credit as Tom’s central mortgage bank would appear to be. 

Therefore, back to what I said in the beginning, that which per- 
mits the issuance of the debentures against FHA and VA loans and 
thus attracts long-term savings that “have no other way of ene 
there is a barrier remover and a sound device. That which seeks 
build special support I think is unsound and should not be encour: mie 

Senator Wiitrams. I wonder if you see any support for your ideas 
in the development of the mutual investment funds? It seems to me, 
from just general observation of the development of these funds, they 
have become increasingly popular and a great deal of new investment 
is going into them. li imagine it is because of obstacles in the way of 
a man who wants to invest in common stocks. He just can’t take the 
time, and he doesn’t want to have a very poor portfolio. It requires 
a lot of hard work and hard study, and he turns that over to the mu- 
tual fund and lets them do it and invest that way. But as I under- 
stand the figures, these funds are growing by leaps and bounds. 
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Mr. Rovse. It is a very good parallel and valid one. The fact is 
that there are small investors who may have $100,000 (not individuals, 
but associations of one kind or another, a small endowment, small 
funds throughout the country. There are reserves in many enter- 
prises that are totally unwilling or unable to undertake the role of 
setting up a mortgage department which could be attracted into hous- 
ing in the same spirit as the mutual fund. They could be attracted 
into a mortgage association through its debentures and thus allow 
this total administrative problem to be handled elsewhere and achieve 
the kind of diversity investment that an investor in mutual funds 
achieves. 

In this connection you have also before you in Congress a very im- 
portant factor dealing with housing credit although not as directly 
with FHA and VA loans. This is the proposal that real estate in- 
vestment trusts be given the same tax status as the mutual funds; 
that real estate investment trusts permit the investor to invest in real 
estate, through the conduit of a trust, with the trust not being subject 
to corporate taxation but the income being taxed only in the hands of 
the individual. This is precisely what “happens in mutual funds. 
This could be an enormously important instrument in attracting 
money into housing credit. It would be for the apartment house de- 
velopment rather than the individual homeowner dwelling unit, but 
IT think I-was negligent in not pointing this out asa significant new 
facility that should be available and would have a great impact on 
housing credit over the next decade. 

Senator Witui1aMs. Of course, the savings and loan associations are 
important to the homebuilding industry. But is there not here an 
obstacle in their way, institutions which want to invest, feel limitated 
to the insured amount of their deposit with the savings and loan asso- 
ciation? I think, in order to be conservative, they limit themselves to 
the $10,000 insured amount. | 

Mr. Rovsr. I think that is true. I think large investors do. We 
invest money in savings and loans, and we scatter it $10,000 here, $10,- 
000 there, $10,000 in the next one.. 

Mr. Casu. Mr. Rouse, we have had some testimony that expressed 
the view that residential construction has received perhaps more than 
its fair share of the total capital available over recent years, particu- 
larly since the war, and that maybe this subcommittee is overly con- 
cerned about the prospects for a supply of credit through the next 10- 
year period. What would be your comment about the share of ¢ apital 
that has found its way into residential construction in the past ? 

Mr. Rovsr. Well, of course, I guess the right answers to that ques- 
tion are found in more reliable statistical data than I am competent to 
provide. I suppose they are found in analyses of the distribution of 
funds—what was it 10 yearsago? What is it now? How has it oper- 
ated? And I gather from what I hear that when you assemble those 
figures you have a hard time proving that housing credit has been 
disadvantaged. 

However, on subjective grounds, looking at the operations of hous- 
ing credit versus the operations of other demands for credit, I think 
that there is no question about it today in America there are more 
barriers that must be pierced by the demand for housing credit than 
by other demands. 
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In the mortgage field alone it is far simpler for us to finance any 
commercial venture than to finance a housing development. Now, 
I think this is true because a good many of the steps that were taken 
to create a sound mortgage structure have been nullified by the ceiling 
on interest rates. It has really been an incredible paradox that so 
much should have been done in the attempt to make housing credit 
work and then that this interest rate ceiling should be so honored and 
respected, exaggerated and distorted in what it accomplishes that it is 
permitted to nullify the whole elaborate structure that has been 
created. 

The FHA rates were originally established at 6 percent. The ad- 
ministrator varied them. Initially, as a matter of fact, the FHA 
had different interest rates for different kinds of mortgages even, and 
there was a rather 

Mr. Casu. He still has that power, does he not ? 

Mr. Rousr. Yes, he does. But the VA rate came in at 4 percent 
and created this distorted concept that the individual borrower was 
being protected by a Government edict on his interest rate. 

Furthermore, because of the emergence of the pension funds over 
such a short span of time as a major ‘factor in the investment market, 
this has been a very special distortion. We reach pension funds w ith 
a large mortgage on an industrial plant more easily than we can with 
FHA and VA loans. To remove this distortion requires not only 
competitive yield but some hard selling and continuingly resource- 
ful work to lick the practical problems that exist. With a competitive 
yield the other will follow. 

Senator Witi1ams. You keep working, and I think these problems 
will be solved. Thank you again very much. 

Mr. Rousse. Thank you, Senator. 

(The following was subsequently received for the record :) 





LAW OFFICE OF SAMUEL E. NEEL, 
Washington, D.C., May 29, 1959. 
Hon. JOHN J. SPARKMAN, 
Chairman, Subcommittee on Housing, Senate Banking and Currency Committee, 
Washington, D.C. 
(Attention : Mr. James B. Cash.) 

DEAR SENATOR SPARKMAN: I attended the hearing of your subcommittee 
yesterday morning at which Mr. James W. Rouse testified on the subject of 
devices for interesting pension funds in the purchase of FHA mortgages. 

Mr. Rouse mentioned the existence of the Mortgage Corp. of America, a new 
corporation which I represent. 

Thinking the attached prospectus would be of interest to the subcommittee 
in its present deliberations, I am taking the liberty of forwarding several copies 
of the prospectus for the use of your members. The registration statement of 
the Mortgage Corp. of America became effective on May 20, 1959, and the com- 
pany has begun to market its securities. 

To our knowledge this is the first underwriting of its kind and is the result 
of a 2-year effort by several mortgage bankers to provide a new vehicle under 
present laws and regulations for investment in FHA mortgages. 

If our efforts are successful—and we fully expect them to be—we have in 
the collateral trust notes of the corporation an interest-bearing obligation fully 
backed by FHA loans held in trust. Investment in this obligation will yield the 
investor, at present rates, 454 percent net, after all charges. The investor re- 
ceives interest twice a year, as on any other long-term obligation, and payment of 
principal when due (10 years or 20 years). The investor thus has none of the 
problems generally associated with the ownership of mortgages. His obliga- 
tion has behind it not only the net worth of the Mortgage Corp. of America (at 
least $100,000, to meet FHA requirements) but all the rights, privileges, and 


securities that the owner of an FHA mortgage has always enjoyed. 
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It is our hope that these securities will appeal to the investor with a modest 
sum available for investment. An individual (or pension fund) with, for ex- 
ample, $10,000 to invest might not be willing to run the risk of default that the 
ownership of a single $10,000 FHA mortgage might entail. But, by investing 
in $10,000 of Mortgage Corp. of America notes, he owns a proportionate interest 
in the entire $1 million of FHA mortgages. Even if one or more of the FHA 
mortgages represented by the $1 million does go into default, it will have no 
effect upon the ability of the corporation to meet its obligations when due, and 
FHA experience has demonstrated that in a $1 million pool of mortgages the 
total number of defaults will be negligible. 


If the subcommittee would like additional information on the operations of 

the Mortgage Corp. of Ameriza, I would be happy to supply it. 
Sincerely yours, 
SAMUEL E. NEEL. 

Senator Wriuu1ams. Dr. William Wheaton is our final witness this 
morning. Senator Clark was particularly anxious to be here at this 
time, but I do not believe that we can wait for him. He is very busy 
on the floor debating an important measure, so I express his regret, 
Dr. Wheaton. But you may be assured that as soon as this testimony 
of yours is in black and white he will be reading it. We welcome you 
here. 


STATEMENT OF DR. WILLIAM L. C. WHEATON, DIRECTOR, INSTI- 
TUTE FOR URBAN STUDIES, UNIVERSITY OF PENNSYLVANIA, 
PHILADELPHIA, PA. 


Mr. Wueaton. Thank you, Senator. 

First, I want to commend the subcommittee for this effort to take 
a long view at the problems of mortgage credit in the years ahead. 

My testimony is to be confined to the single. problem of middle- 
income housing. I want to make it very clear that in my opinion the 
problems of middle-income housing cannot be solved unless we can 
maintain a stable high level of private building and assure a stable 
high flow of mortgage credit to the building industry, even as we 
try to meet the more selective problems of middle- and low-income 
families. 

I take particular note of the testimony of the two preceding wit- 
nesses. I wish there were more missionaries of this calibre in the 
housing field. I regret that they haven’t found the devices yet, which 
are sufficiently profitable and of sufficiently wide use, so that they can 
generally be developed by our economy without the extra missionary 
efforts which two men like Mr. Rouse and Mr. Coogan have put into 
this work. 

An effective middle-income housing program is an essential part of 
our total Government efforts in housing. It is necessary, in my 
opinion, in order to maintain the high volume of building that we 
need, in order to provide decent homes for all American families. It 
is necessary in order to make it possible for the huge renewal program 
that we are now embarked on to work effectively, especially in the 


rehousing of families which are going to be displaced by renewal. 


and highway building. 

It is essential, furthermore, in order to provide that additional 
volume of residential construction which is needed so that most dis- 
placed families can find housing in the existing housing stock at prices 
that they can afford to pay. It is essential to make the filtration 
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process work, a process through which we hope some day new housing 
will gradually depreciate in price so that it becomes available in 
decent condition to middle-income families. 

But in addition, a middle-income housing program is essential to 
directly serve the needs of the 10 or 15 million American families who 
have steady jobs and a modest income, who have incomes too high 
to be eligible for admission to public housing but incomes too low to 
be able to afford a decent new home. 

Our economy seems to work with remarkable perfection in provid- 
ing food, clothing, automobiles, TV sets and a host of other things to 
almost all American families. It fails miserably in the field of 
housing. I believe it is generally true that the median-income family 
in most American cities cannot afford to buy the product of the home- 
building industry. It never has and will not until we can devise an 
effective middle-income housing program. 

Virtually all of the Government’s housing programs of the last 25 
years, starting with the HOLC, running “down through the bank 
system, the Federal Housing Administration, GI bill of rights, have 
promised to meet this housing need of the average American family, 
and each of them has made important contributions to the expansion 
of the housing market, the stability or the homebuilding industry, 
but each has failed to deliver on the promise of being able to provide 
homes for American families of middle income. 

Fifteen years ago when this committee was considering the Wagner- 
Ellender-Taft bill, it was Senator Taft’s judgment that what finally 
became the Housing Act of 1949 should not provide direct Govern- 
ment aid for middle-income housing, because he said that this area 
and this market should be left as a gap, an incentive for the private 
homebuilding industry. He hoped that the industry would be able 
to move into it. 

Five years ago the present administration proposed sections 220 
and 221, and if you will reread the statements they made at that time, 
they were very vociferous in the claim that these provisions, if enacted 
by the Congress, would really solve the problem of displaced middle- 
income and low-income families. 

The gap provision—the gap omission, I should say—of the 1949 
act, has certainly disproven Senator Taft’s hope. The subsequent 
experiences on sections 220 and 221 have convincingly demonstrated, 
to me, at least, that the devices which have been adopted to date have 
failed to serve this need. 

I hope that we don’t have to wait another 5 years or another 15 years 
or another 25 years to come to grips with a very real problem and to 
provide as effective means for meeting the housing needs of middle- 
income families as we have provided in the FHA and other instru- 
mentalities of meeting the housing needs of families who need help 
a little less. 

Realistically, to meet these needs, I think we must utilize Federal 
credit, Federal guarantees as we have in the past, but to provide mort- 
gage loans at interest. rates varying from 1 to 4 percent, or from 
1 to one-half of 1 percent below the market. No other fiscal device 
will really solve the problem. I believe that such a program can be 
devised and administered in such a way that it will not compete 
with conventional savings and in such a way that it will not compete 
with conventional building. 
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I have provided a series of tables in my paper in the study in- 
dieating the extent to which mortgage terms ranging from 1 to 4 
percent will enable us to serve families in progressively lower in- 
come groups below the level now served by the private market. 

Direct Federal credit or credit assistance can be provided in several 
ways. We could subsidize conventionally made private mortgage 
nee, and where the mortgage interest rate was, let us say, 6 percent 
and the family needed a 5-percent loan in order to purchase a house, 
we could make an outright subsidy of 3 percent to the private mort: 

gage letidet in order to enable him to make such a loan. 

Alternatively, we might adopt the wnamortized mortgage. This 
we had on a fairly widespread basis in the 1920’s with some disastrous 
results in the 1930’s. 

Another alternative is that we might try to combine public and 
private loans as the Swedes do, with a 50-percent private loan and a 
50 percent public loan at a very, very low, subsidized interest rate. 

Each of these alternatives has been examined many times, and on 
every count the use of Federal credit for a loan at public interest 
rates proves to be the most effective, the cheapest, and the safest of 
these alternatives. The unamortized loan, in particular, is exceed- 
ingly hazardous, and we are now stretching loan amortization periods, 
I believe, well beyond safe risk limits. ~ 

I therefore conclude that. we need to directly face the problem of 
providing Federal credit through some device such as Fannie Mae 
at interest rates substantially below the market. I believe that this 

can be done if such a lending agency were to borrow money at the 
cost of money to the Government and Joan it at rates ranging from 
1 percent to 4 percent in such a manner that it had a balanced port- 
folio of loans, the balance being the cost of money to the corporation. 
Its net interest income and cost. would be zero. 

This is an approach which draws upon the very successful experi- 
ence of the Home Owners Loan Corp. a generation ago, the current 
successful experience of the Federal National Mortgage Association 
in various rural special-purpose mortgage loan programs. Again in 
the text there are tables illustrating the family income groups which 
might: be served by these kinds of terms. I call your attention partic- 
ularly to the table on page 377 of the study. 

In the past, credit devices, however, have often served merely to 
provide the means for increasing residential construction costs. And 
we have too often, particularly, I think, in the early postwar years, 
substituted Federal credit. for private cost and interest. To avoid 
these side effects, I believe that we can use the existing housing market 
to assure that Federal credit is used only for the most. economical and 
the most efficiently built housing in any housing market area. I 
would propose that the FHA field offices select those current FHA- 
insured housing projects which are the cheapest and the best. bargain 
in each subsection of the housing market and offer preferential credit 


terms to the builders of such homes for 25 to 50 percent of the houses ° 


that they propose to produce. 

Similarly, I think any such preferential credit program offers an 
acute problem of administration. I don’t believe that it is necessary 
to set up a new federation to administer such a program, particularly 
to scrutinize the credit and incomes of families seeking to take ad- 
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vantage of such a provision. All mortgage lending institutions now 
secure a credit rating, including an income rating of families that are 
applying for mortgages, and it seems to me that the »y could readily 
administer a portfolio of Federal loans in addition to their private 
portfolio, so that they could ascertain that if a family couldn’t afford 
to buy a house at a conventional mortgage interest rate, they could 
award to that family a preferential interest rate in keeping with its 
needs. This would help to assure that such a program would not com- 
pete with private mortgage credit, since it would be administered by 
agencies now in the private credit field. 

[ think there are special problems in connection with loans to rental 
and cooperative housing projects which might require administration 
by a Fannie Mae type instrumentality. 

Finally, 1 come back to an old theme before this committee. While 
I believe very strongly that we must move forward with a middle- 
income housing program which will provide effective housing assist- 
ance, particularly to families who are displaced by urban ‘Tenewal 
and highway programs and the families who are living in overcrowded 
accommodations, while I believe that we must embark upon a pro- 
eram of direct credit assistance to such families, I think it is a crying 
shame that during the last 25 years of Federal housing history we 
have done so little to utilize the 1 ~eseare h resources of the United States 
to help the housing industry. For 25 years we have been hoping that 
the homebuilding ‘industry would somehow organize its own research 
program, and we have been watching the valuable but very segmental 
programs of research being conducted by building materials manu- 
facturers, but we have failed to bring to bear on the housing problem 
the knowledge which schools of business administration could bring 
to bear on the organization of the industry, which leaders in public 
finance could bring to bear on the problems of taxation and commu- 
nity facilities, which engineering and architectural schools could bring 
to bear on the problems of construction, construction cost, land plan- 
ning and community facilities. 

During all of these years we have spent hundreds of millions of 
dollars for agricultural research with enormous results. We have 
spent no comparable amount for housing research, and I urge that we 
embark on such a program in massive scale. At the same time, I 
think that it is necessary for us to move forward more vigorously with 
the direct use of credit in these fields. 

Thank you. 

Senator Wiiutams. Thank you very much, Dr. Wheaton, and we 
would like to call your attention to one or two further ideas. I wonder 
if you could define the group you describe as middle-income, 
both in terms of what ranges you consider to be the ranges for mid- 
dle income; also the housing that would fit this bracket. 

Dr. Wueaton. The term “middle income” obviously will vary from 
city to city, depending upon the housing market and the family in- 
comes in each city. In my city of Philadelphia, 32 percent of the 
families made under $4,000 in December of 1958, and I would call 
them low-income families. Another 32 percent made between $4,000 
and $5,900, and I would call them middle-income families. And an- 
other 36 percent made over $6,000, and I would call those upper-income 
families. Now, the dollar amounts would be substantially lower in 
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rural areas, and they would be somewhat lower in urban areas in the 
south. They are higher in New York and Boston than they are in 
my home city of Philadelphia. But it is impossible to say that mid- 
dle-income families are those from $3,000 to $5,000, because this would 
be a little too low for New York and a little too high for some south- 
western areas. I therefore try to define the term in terms of those 
families whose incomes are so low that they cannot afford to buy the 
cheapest standard product of the homebuilding industry in any com- 
munity. 

In Philadelphia the cheapest house that is being built today—and 
there are only a few score of them being built—is a $10,000 house. If 

you look at how families actually buy houses, the family with about 
a $5,000 income is the highest income family that can afford to pur- 
chase the $10,000 house when you consider the operating costs we 
have in Philadelphia; that is, the tax and heating charges which are 
characteristic of northern cities. So I would say in Philade Iphia it is 
families running down from $5,000 to the lowest income that we could 
consider, which would be families of about $2,500, $3,000. Those hap- 
pen also to be the admission limits for public himing. 

Senator Wittrams. What would be your judgment as to the value 
of a house that should receive the benefit of the program of subsidiza- 
tion which you suggest ? 

Dr. Wrearon. In Philadelphia I would say today three-bedroom 
houses selling at around $10,000 and four-bedroom houses selling at 
around $11,000 and no higher. 

Today in Philadelphia there are a few builders who are building 
houses in these price classes, although the average value of new houses 
being built in Philadelphia is around $16,000. But it obviously can 
be done, because the builders are doing it, and they are just not doing 
enough of it. 

The FHA office has all of these figures at their command, and they 
can readily say, “Well, Jones over here is building a very, very attrac- 
tive three-bedroom house for $10,000, and there is nobody else in the 
area that is competing with him. We will extend this kind of credit 
to him for half of his houses.” He still has to sell the houses at 
$10,000. This sets the price. They are sold with conventional financ- 
ing at $10,000. Presumably, that is a reasonable price. And then 
you can say, “You can sell this house with preferential credit at 2 
percent,” which if you extended it on an unlimited basis would enable 
him to sell the same house for $12,000 or $13,000. But if you say his 
price is fixed by his conventional sales, you have got a market-set 
maximum price on the house, and the FHA can readily screen out 
those houses which are overpriced for their size, those houses which 
ure appealing to a higher market, which are in the luxury class or 
slightly above the minimum class, and thus get around some of the 
problem of contro] that you otherwise face in such a program. 

Senator WiiuraMs. I wonder if you would care to comment on the 
prior statements this morning of Mr. Coogan and Mr. Rouse. 

Dr. Wueaton. As I said when I began, we have some estimates of 
the additional needs for mortgage credit which will arise if we are 


going to satisfactorily solve our housing pipes We are toda 
investing less money per capita than we did in 1925 in housing. We 


are investing less money per dollar, a smaller proportion of our jncome 
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than we did through the whole decade of the 1920’s, and this despite 
a doubling of our income. It is obvious, therefore, that housing does 
need a very drastic expansion of credit flow. It is obvious, as pre- 
ceding witnesses have said, that this demand for credit must com- 
pete with other credit sources. 

I believe that we need a federalized national mortgage corporation. 
I share Mr. Coogan’s view. I think that certainly the first step to- 
ward this should be to recapture Federal control over Fannie Mae. 
The idea of its issuing stock and eventually becoming a cooperative, 
privately owned corporation which has a couple of hundred million 
dollars worth of private capital and $6 billion worth of Federal capi- 
tal is a little bit ridiculous and always was. So I think we should 
federalize Fannie Mae again. 

Then I think that if we recognize that the FHA and VA programs 
cater primarily to families in the upper-income groups and recog- 
nizing that we free the interest rate on FHA and VA programs, we 
will markedly reduce the need for a national mortgage corporation 
of the scale that might otherwise be necessary. But we will still 
need such a corpor ation to perform a balancing function to ride over 
periods of acute shortage in credit even at relatively free interest 
rates to handle geographic problems of the distribution of credits 
and the like. 

Beyond that, I think it is abundantly apparent that we need a 
huge amount of missionary effort of the type that Jim Rouse de- 
scribed to ex xploit the pension fund field, to establish additional pri- 
vate national mortgage corporations. 

Going beyond Mr. Rouse, I think we ought to take a serious look 
at the need for converting savings and loan institutions into savings 
banks so that we get a truly national system of institutions which 
will command a greater flow of savings which can make Joans on a 
little more competitive interest rate basis and exploit the small savers, 
the real small savers that Mr. Rouse didn’t mention in his testimony. 

There is a series of steps, in short, it seems to me, that we need 
to channel a very much larger flow of credit into housing. 

Mr. Cas. Dr. Wheaton, the proposal for a minimum interest rate 
and a maximum term, both those proposals are related to the necessity 
to bring the monthly payment in line with the rent-paying ability of 
the tenant or owner. 

Dr. WuHeaton. Yes. 

Mr. Casn. And in discussing alternative ways for reducing that 
monthly housing expense, you mention the unamortized loan and 
passed over that as something you would not recommend. Would 
you discuss that a little bit ‘and perhaps say why you would not 
choose that as one way of meeting this problem ? 

Dr. Wueaton. Thereare two reasons. First 

Mr. Casn. What do you mean by an “unamortized loan,” first ? 

Dr. Wueaton. We used to have the old balloon note in the 1920’s, 
which was a mortgage loan that ran for, let’s say, 5 years and then 
the full amount was due, and then it was renewed if the bank had the 
money. In the 1930's, 3 or 4 million Americans found the banks didn’t 
have the mone 
; Mr. Casa. And that is what you are referring to as an unamortized 
oan ? 








STUDY OF MORTGAGE CREDIT 


Dr. WHeaton. You could write a mortgage which had no amortiza- 
tion requirement, either on a 5-year or on a 10-year or even a 15-year 
basis. The whole history of American cities, not housing structures, 
but cities, is that areas depreciate. We area rapidly changing nation, 
and loans made 25 years ago may have been made on perfectly sound 
structures which are still in good structural condition but have become 
parts of neighborhoods which will not support the original market 
price. 

Mr. Casu. But your paper points out quite clearly that residential 

real ae ite has not depreciated at the rate which you would suggest. 

Dr. Wuearton. I was saying I am willing to go to a 40-year loan, 
but even on a 40-year loan, from the second year until the 25th year 
the amount of the mortgage exceeds the value of the house on a 
straight line 2 percent depreciation curve. For about 20 years then 
you will have a house which has a mortgage, let us say, of $9,000 and 
a depreciated value of $8,000, and this is an extremely risky position 
for a mortgage lender or the Federal Government to be in. 

There are some exceptions to this. I think that, if you take coopera- 
tive apartments in New York City and examine their financial history, 
you will find that the demand has been so intense that they have been 
able to maintain their value over relatively long periods of time. But 
if you look at residential areas in the typical American city, let us 

ay in West Philadelphia or East Cleveland or South Chicago, you 
will find that more than half of those neighborhoods have depreci iated 
so drastically that it would be the height of folly for us to embark 
on a national program of unamortized loans. 

Mr. Casu. Even postponing repayment of principal, say, until the 
sixth year or eighth year or the eleventh year, anticipating that the 
real income of the population would enable these families to take on 
greater expenditures for housing expense, particularly the young, new 
families that you mention. 

Dr. Wueaton. There have been some suggestions of this sort, and I 
haven't really worked out a set of tables, such as I would like to, to 
see how that would work. I think the major difficulty is the difficulties 
that you would face if the family’s income did not rise. Our whole 
experience here has been 25 years of fairly steady inflation, and it is 
this anny inflation which has enabled the Government to pay out on 
its mortgage insurance fund. It is this inflation which has made 
every mortgage investment for the last 25 years a good one. 

During the early postwar years, the GI’s were invited to buy houses 
which were radically overpriced and at monthly payments which they 
could ill afford to engage in. The very rapid inflation from 1946 
through 1949 bailed out 2 or 3 million G T’s. It was a fortunate acci- 
dent, and they all deeply 5 path late the service that the Government 
rendered them through the GI program. 

But suppose we had had stable prices or declining prices and we had 
found ourselves with 2 million veterans in houses on which they could 


not afford to make the monthly payments? I think that this would 


have reflected adversely on the entire Federal Government operation 
in housing and very, very seriously. 

Mr. Casu. I bring this up for this reason, Dr. Wheaton: If the 
Congress should decide as a matter of public policy that families in 
this middle-income group should be identified and should be assisted, 
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then it becomes a choice of how shall this be done. One choice is to go 
immediately to the Treasury and subsidize, if you will, an interest rate. 
Another choice is to postpone the expenditure by the Federal Govern- 
ment in the chance—and perhaps that would not be wise—that it will 
not be necessary to supply Federal funds. And now I ask you if the 
public policy were to be to provide a program of this kind, is it worth 
the gamble to take the chance that postponement of amortization might 
be a solution ? 

Dr. Wueaton. Well, we have done practically this in the GI pro- 
gram. We have the FHA fund where we collect the charges now to 
pay for future losses, and in the VA program we take the gamble that 
the Treasury may have to pay those losses at some future date, and 
we have come out very well on it. 

I am conservative enoush so that my very, very strong personal 
disposition is to say that in enacting a program we ought to face its 
costs, and if the costs are additional borrowings from the Treasury, 
I would rather face them today than postpone them into the future, 
but on the other hand, it is clear from the GI experience that under 
certain circumstances, particularly if we face a rather slow, steady in- 
flation, post poning the costs would be the more economical thing to do. 
And if you had a 5- to 10-year deferment of amortization, I would hope 
on not more than a 30-year loan, doubtless many families would find 
themselves in a position at the end of such time to begin paying the full 
amortization. Undoubtedly, we would have a lot of heartaches in the 
many families who had been induced to buy such houses and could not 
and would have to surrender them in some way. 

Mr. Casu. There is a great body of experience to demonstrate that 
the mere factor of home owne rship, as such, encourages families to 
postpone other expenditures to maintain that home. We discussed 
with another witness the question of forced savings, so to speak, 
through a long-term, low downpayment mortgage. Perhaps that 
would be a factor operating to the advantage of a postponement. Do 
you think it might be ? 

Dr. Wneaton. If you will look at the FHA tables on expenditures 
for housing, you will observe that where the average family spends 
about. 15 percent of its income for housing expense, families buying 
new homes run up to 20 and 25 percent, and in a very, very small num- 
ber of cases even 35 and 40 percent. Now, those very extreme cases, I 
think, are a disservice to the family, because we have evidence of 
families that make such expenditure for housing depriving themselves 
of food and medical expense and other things which are equally essen- 
tial in the family budget. 

If we could assure ourselves that such a device would encourage 
families to raise their expenditure from 15 to 20 percent or 22 or 23 
percent, I think this would be healthy for the economy. It would 
mean the families would be deferring less essential expenditures, 
things that I regard as less essential, like TV sets and electric blankets 
and so on, and making their expenditure for something more essential. 

Mr. Casu. Would you care to put some dimension upon the size of 
the Treasury borrowing that might be involved over any period of 
time that you would w ish to name? 

Dr. Wueaton. I think that given our present national dilemma 
about Federal budget and the hubbub that is being created about 





424 STUDY OF MORTGAGE CREDIT 


the importance of balancing the budget, it is obvious the country is 
not disposed to go into a program of. the magnitude of the program 
that might eventually be needed. 

I have estimated that a program providing. 200,000 additional 
houses a year would, over a 10-year period, begin to make the housing 
market filtration process work as it should work so that we could have 
cheap used houses on the market in good condition as we have cheap 
used cars on the market in good condition. For an immediate start, 
however, I would say that we ought to adopt a loan program which 
will provide a suflicient number of loans to take care of the housing 
requirements of families being displaced by re urban renewal and 
highway program, This would be of the order, I suppose, right now, 
of about a hundred thousand a year. That means about $1 billion 
worth. 

Mr. Casn. A billion or one and two-tenths billion dollars, something 
like that ? 

Dr. Wueaton. Something like that, which would be a very, very 
tiny addition to our national expenditures and our national borrow- 
ings, but of major importance to the housing economy. 

Senator Witrams. And what loan term would you suggest ? 

Dr. Wueaton. Around 40 years. 

a itor Wintiams. And your testimony suggests the interest rate 

t between 1 and 4 percent below the market 

re Wuearon. No,at 1 to4 percent. You havea family that comes 
in to the banker and says, “I have been out and I have seen this builder. 
He has one of these certified houses. I have a f: umily of four and I 
need a 3-bedroom house, and here is my credit rating,” just as he 
would normally apply for a mortgage. 

The bank checks out his income, and they say, “Well, Jones, we 
don’t believe we can make you a loan at 5 percent; you don’t have 
enough income to make such a loan on a safe basis. But you have an 
income of $4,000, and you can easily es. to pay 314 percent, so we 
will make you a loan at 314 percent for Uncle Sam’s portfolio, and 
when your income goes up to such a level i at you can pay 5 percent, 
we will convert this mortgage back to our portfolio.” 

And then if another family comes in and their income is only $3,000, 
they make to them a loan at, let us say, 2 percent, so that they are pay- 
ing 20 percent of their inc ome for the housing expense, and again you 
now have a portfolio consisting of a 314 percent loan and a 2 percent 
loan, and if the total portfolio kept balancing at around an average of 
about 3 percent the interest cost to the Federal Government would be 
zero and given the fact that we have a fairly normal distribution of 
incomes of families being displaced, I believe that such a portfolio 
would balance out at approximately the cost to the Government, so 
there wouldn’t be a net interest subsidy, but you would have to use 
Federal credit. 

Mr. Casu. Would you have provision for some kind of a trustee 
arrangement so that title might pass back to a disinterested party in‘ 
the event the family moved, to prevent speculation in this preferred 
market ? 

Dr. Wuearton. I say in the text that the family could be free to 
sell the house with conventional financing at any time. If they made 
an exceptionally choice selection of the house and the house was worth 
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more than the mortgage, and they wanted to move 5 years later and 

ranted to sell it conventional, let them sell it. But otherwise, they 
turn it back to the lending institution as a trustee, the lending insti- 
tution which originally made the loan, and that lending institution 
then has a house available for a middle-income family and a line of 
credit available for a middle-income family so that they can serve the 
needs of another similarly placed family who is being currently dis- 
placed or on the market. I think you have to prevent speculation in 
Federal interest rates. 

Senator WiiuiaMs. Is there precedent. anywhere in our various 
housing programs for the price to be adjusted to individual income? 
How about public housing? Are rentals fixed to some degree on in- 
dividual income? 

Dr. Wueaton. Entirely in public housing. My colleagues in the 
labor movement have a traditional resistance to what they call the 
means test. They don’t like to see incomes scrutinized, and in public 
housing this is done to such an extent that it has become, I think, a 
very serious intrusion on the privacy of the individual. I don’t like 
to see the Government scrutinize any more private affairs than it has 
to. For that reason I propose that such mortgages in this middle- 
income program might be written on a 5-year renewable basis, re- 
newable eight times, so that you get a 40-year loan and every 5 years 
the family will check in with the mortgage lender and say, “My in- 
come is now so-and-so,” and the bank will say 

“Now, if your income is so-and-so, , the ts ae shows that you can now 
afford to pay such an interest rate,” and as soon as the loan is con- 
vertible to their portfolio, they convert it and get the Government 
out of the business and have it treated as a normal transaction. 

But, again, we wouldn’t have to have a public agency digging into 
people’s private affairs. It would be just handled as a normal trans- 
action, as when I go to borrow money to buy a house, I say, “My in- 
come is as follows, and you can check it out with my employer and 
other sources.” I think this is an acceptable way of conducting a 
means test. It is something that people do every day when they buy 
a washing machine on time or refrigerator. 

Senator Witirams. I wonder if in the mutual housing developed 
during the war—communities built by the Federal Government for 
industrial workers—rents were fixed on income. 

Dr. Wueaton. Most of the war housing was handled in this way, 
Senator, if I remember correctly. We had really two classes. We 
had public war housing which was unsubsidized; that is, it was built 
by the Government with Government funds and the rents were set 
at an arbitrary level to meet the needs of the related war employees. 
We would program housing. We would look at a bomber plant, and 
they would say, “We are going to have a thousand employees who 
will receive $3.600, we are going to have a thousand employees who 
will receive $4.600, and we will have 500 employees who will receive 
$2,600. We will build 500 publicly subsidized housing units for the 
lower income, a thousand public but unsubsidized houses for the 
middle-income group and a thousand private houses for the higher 
income group.” That is the way we worked it. And then anybody 
whose wartime salary was in a certain range was eligible to go into 
the public, unsubsidized housing, but there wasn’t the continuous 
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scrutiny of incomes that is involved in the public housing program 
where they make you report in every year, or in some cases every 
6 months or every 3 months, so your rent changes every time your 
salary changes $5 or $10, rent changes $5 or $10. 

Senator Wiii1ams. Again we are much indebted to you for this 
testimony. It is most helpful. 

Dr. Wuearon. It isa great pleasure to be with you. 

(The prepared statement of Dr. Wheaton follows :) 


STATEMENT OF WILLIAM L. C. WHEATON, DIRECTOR, INSTITUTE FOR URBAN 
STUDIES, UNIVERSITY OF PENNSYLVANIA, PHILADELPHIA, PA. 


The subcommittee is to be commended for this important effort to look for- 
ward to the major housing problems of the 1960's. The papers published in the 
Study of Mortgage Credit are a valuable contribution to this effort. 

I will confine my remarks today to the aids required to meet the housing 
needs of middle-income families. While I believe that this is a most important 
subject for future legislation by the Congress, I would like to emphasize my 
conviction that any successful housing program requires first the stabilization 
of residential building volume at a high rate, second, adequate means to pro- 
vide community facilities in support of housing, and third, a large and flexible 
program of urban renewal. 

An effective middle-income housing program is essential to our cities, to 
the housing industry, and to the millions of families in the United States who 
have stable incomes but who cannot afford to buy decent new housing today. 
Our cities are currently engaged in large and rapidly expanding programs of 
urban renewal and highway building. In the long run, these programs will 
displace and require the relocation of millions of American families who can- 
not afford new housing. Many of these can be accommodated in the existing 
and new public housing projects. A larger proportion can be accommodated 
in the existing supply of older houses, but only if there is a large enough 
supply so that many units are vacant; a condition which rarely exists today. 
Sut many ‘others, perhaps most, displaced families make too much money to 
be admissible to public housing. Many, perhaps millions, will be unable to 
find decent homes in the existing older stock. It is a regrettable fact that we 
have no effective means today for providing new housing for these millions of 
families under our present programs of aid to housing. I therefore emphasize 
that an effective middle-income housing program is essential first to take care 
of the relocation needs of urban renewal, highway, and other building programs. 

Furthermore, an effective middle income housing program is essential to en- 
large the housing supply so that the normal market processes ean work more 
readily and so that there will be vacancies in older housing to accommodate 
other middle-income families. A hundred years of housing market history has 
demonstrated conclusively that the building industry is unable to provide new 
housing for a large share of the population. During periods of boom, it builds 
a large stock of new housing for the higher income groups. When their needs are 
satisfied, building volume is reduced until a new generation of higher income fam- 
ilies comes into the market. As a consequence of low building volume over the 
cycle, there is always a shortage of housing for middle- and low-income families, 
deteriorating ahd blighted units are usually overcrowded and high priced, and 
only the higher income families are relatively well housed. This cycle of under 
production must be broken by expanding the market so that a larger proportion 
of our families can afford new housing. Such an expansion will require a pro- 
gram which brings into the market millions of families who cannot now afford 
new homes. 

Finally, I believe that we must view this problem from a human as well as 
an economic viewpoint. Today we have 10 or 15 million American families with 
incomes of $3-$5,000 who have fairly steady employment, who can provide them- 
selves with food, clothing, an automobile and other essentials of an American 
standard of living, but who cannot afford a decent modest new home. They 
deserve to share more fully in the wealth of our economy. The economy would 
benefit if they could do so. Our economy seems to function well to provide other 
commodities in abundance for most American families. It seems to fail in 
housing ; one of the most essential commodities. 
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All Federal housing programs for the last 25 years have aspired to meet this 
need. The Home Loan Bank System, the Federal Housing Association, the G.I. 
Bill of Rights, each has promised to meet the needs of middle income families and 
each has suffered a history of frustrated hopes. Each of these programs has 
made real and important contributions to the improvement of housing condi- 
tions, but even the most cursory examination of the families served by these 
programs indicates conclusively that they benefit most the families who need 
help least, and that they have failed to provide any massive help for the families 
who need aid most. 

Fifteen years ago, when this committee was considering the Wagner-Ellender- 
Taft bill, it was agreed that the bill should provide help for higher income fam- 
ilies, through mortgage and deposit insurance and mortgage guarantees, and that 
the bill must provide help for low-income families who clearly could not be served 
by the private housing market. The committee adopted the philosophy of the 
gap in the market and clearly stated that the gap between public housing and 
private housing was to be left as an incentive area into which it was hoped 
private builders might move. Five years ago the present administration came 
forward with sections 220 and 221 as a means for plugging this gap. We said 
at that time that these proposals were a snare and a delusion and subsequent 
experience has demonstrated conclusively that they are not effective means for 
providing the large quantities of new houses needed to accommodate relocation, 
expand housing production, and serve middle-income families. I hope that we 
do not have to wait another 5, another 15, or another 25 years to face up to this 
problem, and that the Congress will recognize the facts and adopt an effective 
program in the near future. 

A realistic middle income housing program must utilize Federal credit to pro- 
vide mortgage loans at interest rates varying from 1 to 4 percent to families who 
cannot afford housing under any other terms. Such a program can be devised 
and administered in such a way that it will serve only those families whose in- 
comes are clearly insufficient to permit them to buy new housing without pref- 
erential interest rates. A series of tables on pages 376-377, 384 of the text illus- 
trate the credit terms needed to meet the needs of families of varying incomes 
in different construction cost areas. It is obvious that in northern and high cost 
areas incomes are slightly higher than they are in southern and low cost areas. 
Where the cheapest new house currently being produced is $12,000 or $14,000 
in New York City, it may be $10,000 in Baltimore, and as low as $8,000 in some 
outlying areas in the Southwest. The families whose incomes are too low to 
afford such housing obviously include those with incomes of less than $5,500 in 
New York, $4,500 in Baltimore, and $3,500 to $4,000 in the Southeast. 

To meet these needs, we could loan money at interest rates below the market 
rate: ie., 1 to 4 percent for long amortization periods. Alternatively, we might, 
provide a subsidy of 1 to 3 percent to privately made mortgages. Third, we 
might return to the unamortized mortgage which was widely used prior to the 
1930's. A final possibility is a combination of public and private mortgages with 
the private mortgage at conventional rates and a public mortgage at public in- 
terest rates. Each of these alternatives has been examined many times. On 
every count the public loan at public interest rates is the most effective, the 
cheapest, and the safest of these alternatives. 

Direct subsidy of private loans is unnecessary and costly. The unamortized 
loan is exceedingly hazardous, as was abundantly proven in the years follow- 
ing 1930. The combination public-private loan is ineffective since the resulting 
average interest rate is too high to help middle income families. The only rea- 
sonable conclusion that one can reach from an examination of these alternatives 
is that a direct Federal loan program which would borrow money at public inter- 
est rates is the most economical method of achieving the public purpose involved. 

If the Federal Government were to borrow money at 8 or 31% percent and 
make a balanced portfolio of loans with some loans at the cost of money to the 
Government, and still others 1 or 2 percent below the cost of money to the 
Government, its net interest would be zero. Such a balanced portfolio would 
achieve the purposes intended with the Government carrying only the admin- 
istrative costs. This type of approach could draw on the very successful admin- 
istrative experience of the Home Owners Loan Corporation, the Federal National 
Mortgage Association and various rural and agricultural loan programs. 

The tables in the text of the Study illustrate the income groups which might 
be served at various loan rates. I call your attention particularly to table 134 
on page 377. 
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Credit alone cannot meet the needs of middle income families. We must also 
‘all upon and utilize to the maximum extent possible the ingenuity and initiative 
of the private building industry. We must avoid using Federal credit to sub- 
sidize high building costs. To avoid these side effects, I urge that this program 
be administered through private lenders and builders and be made available 
only on the lowest cost, most efficiently produced, privately built homes and apart- 
ments. We should not subsidize and we should not provide extraordinary Gov- 
ernment credit for the production of luxury class houses or for the production of 
houses which are more expensive than the most economical produced in any 
market area. 

In addition, the use of private lenders as administering agencies would 
guarantee’ that Federal credit would not be substituted for private credit where 
the families involved could afford to pay conventional interest rates. Nonprofit 
and cooperative rental housing companies are increasingly demonstrating their 
ability to provide good rental housing at modest costs. They should play an 
important part in any middle income housing program. 

Finally, while we recognize that at the present time and in the foreseeable 
future direct Federal credit aid is essential to meet the needs of middle income 
families, it would be utter folly for us to either continue our present programs 
or adopt new ones without a massive program of housing research. 

During the 25 years of Federal housing programs, we have spent virtually 
nothing for housing research, while we have demonstrated that enormous prog- 
ress is possible through research in almost every other field of human endeavor. 
Through these 25 years we have hoped and prayed that private industry would 
launch the kind of massive research effort that the industry needs. These 25 
years of experience have demonstrated that the industry will make investments 
only in product research dealing with specific components of the house. It has 
been unable to undertake research on housing costs as a whole, including all of 
the components of construction, cost, administrative costs, financial costs, costs 
of land and community facilities. 

During these same years, our agricultural research programs have devised 
means for doubling productivity and doubling it again. The absence of any 
comparable scale housing research program has left the home building industry 
with a productivity scarcely higher today than it was a half century ago. I 
therefore urge that as we move into credit programs which are urgently needed 
to meet the relocation needs of middle income families, we also embark upon a 
truly massive research program. 


Senator Witu1AMs. The subcommittee hearings will now recess un- 
til 10 tomorrow morning in this room. 

(Whereupon, at 12:17 p.m., the subeommittee was recessed, to re- 
convene at 10 a.m., Friday, May 29, 1959.) 
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FRIDAY, MAY 29, 1959 


U.S. Senate, 
CoMMITTEE ON BANKING AND CURRENCY, 
SUBCOMMITTEE ON HovusiNe, 
Washington, D.C. 

The subcommittee met, pursuant to recess, in room 5302, New Sen- 
ate Office Building, at 10:10 a.m., Senator John J. Sparkman (chair- 
man of the subcommittee) presiding. 

Present: Senator Sparkman. 

Senator Sparkman. Let the subcommittee come to order, please. 

It may be that other Senators will join us later, although frankly, 
I am not too optimistic as to that. 

(Discussion off the record. ) 

Senator SparKMAN. For the testimony we shall have this morning, 
nevertheless, we can proceed, and I hope we can make a good record. 

Today’s hearing will conclude this phase of the subcommittee’s 
study of home mortgage credit problems which can be anticipated in 
the 1960’s. We have considered factors affecting both the demand 
for and the supply of home mortgage credit and have considered 
recommendations for altering or supplementing existing Federal pro- 
grams in the housing field. 

Today the subcommittee is considering specifically what should be 
done to increase the supply of standard shelter for underhoused farm 
families and what should be done to provide a source of housing 
credit for these families. In my opinion, this is one of the most 
critical problems faced by the subcommittee; I suppose in the field of 
farm housing the least has been done. As a matter of fact, in the 
course of these hearings I have a time or two expressed minor irrita- 
tion, I may say, at the very fact that we always separate housing into 
nonfarm and farm. Most of the facts and figures presented during 
the hearings referred to nonfarm housing. I have a strong feeling 
that we ought to have a housing program that would go across the 
board and not make this distinction between nonfarm and farm hous- 
ing. Nevertheless, that is the way it has developed. We have been 
able to do a little for farm housing, but we are still greatly lacking in 
that field. I hope that we may be able to develop some kind of a pro- 
gram that will erase that line of demarcation. 

To assist us in our consideration of ways to solve this problem, 
we will have testimony by Dr. Glenn H. Beyer, director of the hous- 
ing research center at Cornell University; Dr. E. V. Smith, dean and 
director of the Alabama Polytechnic Institute, at Auburn, Ala.; ; and 
Mr. Kenneth L. Scott, Director of Agricultural Credit Services of the 
Department of Agriculture. 
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I understand that Mr. Scott is accompanied by Mr. Kermit H. Han- 
sen, Administrator of the Farmers Home Administration, and Mr. 
Charles C. Barnard, Director of the Budget and Statistics Division, 
Farmers Home Administration. 

If you gentlemen do not object, I believe I will ask all five of you 
to come up and sit at the table. My thought would be to let each one 
of you present your statement, then we will ask questions and invite 
you to participate in a kind of roundtable discussion. If you gentle- 
men will.come around the table, we will proceed in that way. 

We are very glad to have you. We are glad to have your papers. 
The papers will be printed in full in = record regardless of how 
you treat them. You may read them, or you may discuss, summarize, 
or excerpt from them; any way you am to. So you make your own 
decision and proceed as you see fit. 

Dr. Beyer, we will be glad to hear from you. 


STATEMENT OF DR. GLENN H. BEYER, DIRECTOR, HOUSING RE- 
SEARCH CENTER, CORNELL UNIVERSITY, ITHACA, N.Y. 


Dr. Beyer. Mr. Chairman, the purpose of my appearance before 
you today is to review the paper I prepared for this committee on the 
farm housing situation anticipated during the 1960’s, which was 
printed inthe Study of Mortgage Credit, published by the committee. 

Numerically, the farm population of the United States was made 
up of approximately 20,800,000 persons in 1958, according to U.S. 
Bureau of the Census estimates. This represented 12 percent of our 


total population. These persons constituted about 5,178,000 house- 
holds. 

The recent decline in farm population, both numerically and in re- 
lation to the population of the Nation as a whole is generally well 
known. There are a numberof reasons for it which I will only men- 
tion but not dwell upon. Undoubtedly the chief factor has been 
mechanization. Tractors have replaced horses, and other machines 
and equipment, such as harvesting equipment, have permitted a sav- 
ing of labor and at the same time helped to reduce production costs. 
Accompanying the trend toward mechanization has been the factor of 
increased farm crop yields and greater livestock productivity. There 
have been improved varieties of crops and improvement in breeding, 
feeding and managing livestock. Chemical research has brought new 
types of fertilizers and new kinds of weed killers and insecticides. 
These factors have permitted an increase in production with less farm 
labor: therefore, fewer farm families and fewer farm houses. 

A quite different kind of reason for the decline in farm population 
is the migration of many sharecropper families to urban employ- 
ment, but, . statistically, this number probably has been more than off- 
set by the vast number of families establishing so-called residential 
farms: that is, part-time farms on which the total sales of farm prod- 
ucts amount to less than $250. (Residential farms, according to the 
U.S. Census definition, are approximately the same type as part- 
time farms. The principal difference is the lower value of products 
grown.) 

Obviously, one of the pertinent questions which arises when the 
farm housing situation during the 1960's is considered is: at what 
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level will the number of farmers become stabilized? In my paper I 
estimated, on the basis of an analysis that admittedly was somewhat 
crude because of a lack of adequate information on which to base 
any prediction, that there would be a continued further decline to 
somewhere between 4,500,000 and 4,900,000 farm households in 1970. 
This would represent approximately 8 percent of the total population 
of the Nation (compared to 12 percent I mentioned earlier for 1958). 

I also pointed out, however, that most of this decline would be with- 
in the next few years and that there would probably be a leveling off 
after 1962 or 1964. (The situation after that time may be similar to 
that which existed ar 1910 until 1947, during which period the de- 
cline in farm population was small.) I make this prediction because 
the decline in farm population cannot continue indefinitely; it must 
and will reach a floor sometime. I believe this floor will be reached 
before the mid-1960’s. After that there will probably be only minor 
fluctuations in the numbers up and down, based upon such factors as 
the availability of urban jobs, the relationship of supply and demand 
in urban housing, and similar factors. 

While these figures indicate that our farm families will represent 
even a smaller proportion of the total population during the next 
decade than at present, I would disagree with those who feel that this 
justifies giving little or no atte ntion to their housing conditions, It 
has been estimated that our farmers produce 95 percent of the foods 
that supply America’s well-stocked larder. Yet, the housing condi- 
tion of our farm population is appreciably worse than that of the 
majority of our urban population. For example, in 1950 only 23 
percent of the farmhouses of the Nation were considered “st: indard” 
in quality; that is, if standard houses are defined as those that are 
“not dilapidated,” and had all essential plumbing facilities. Numeri- 
cally, this amounted to only 1,318,800 standard farmhouses in the 
Nation. On the other hand, 77 percent, or approximately 4,184,000 
units out of the 5,178,000 were either dilapidated or without private 
toilet or bath or hot running water. 

There are some differences in the percentages of substandardness of 
housing «mong the economic classes of farmers, but these differences 
are not as great as might be expected. Among those farmers who had 
the highest income in 1950—incomes of $10,000 or more—the struc- 
tural condition of almost all of the houses was good, but still only 70 
percent had hot and cold running water and an installed bath. Among 
families that had incomes between $5,000 and $10,000, the structural 
condition of their housing was still generally good, but less than 50 
percent had hot and cold running water and indoor plumbing facili- 
ties. As we move down the scale, for farmers who had incomes be- 
low $1,200, 30 percent of the houses, in 1950, were found to be dilapi- 
dated and only 10 percent had hot and cold running water. Among 
the “residential” farmers, which constituted the largest single group 
numerically, 23 percent of the houses were dilapidated and only 25 
percent had hot and cold running water. The complete detail on the 
condition and plumbing facilities of farm houses, by economic class 
of farm, is provided in my paper in the Study. 

The national housing inventory of 1956 indicated some improve- 
ment in the overall housing inventory of the Nation between 1950 and 
1956. It was estimated that during the 6-year period, the number of 
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substandard units (using the definition given above) in the Nation’s 
total inventory declined from approximately 35 percent to approxi- 
mately 25 percent. While there are no data available for farm hous- 
ing alone, it is doubted that a similar decline was experienced in its 
substandardness. 

A number of factors may be cited in support of this conclusion. 
Perhaps the most important is the fact that approximately 60 per- 
cent of all of the farms on which these houses are located were farms— 
including.those of the part-time farmers—that produced products 

valued at less than $2,500 a year. As has been indicated earlier, these 
are the types of farms that generally have the poorest quality houses 
on them. Many are tenant farms, and among them there has been a 
common tendency for landlords to fail to make necessary repairs. 
Among the owner-occupied farms, low incomes of the families have 
generally prevented the making of extensive repairs or improvements. 

Even among the classes of farms where the annual gross value of 
products has exceeded $2,500, there has been a notable lack of atten- 
tion to housing improvement. Obviously, some farmers have been 
installing bathrooms, adding central heating, doing some remodeling 
such as improving their kitchens, and making other improvements 
beyond basic maintenance and repairs. - But it is quite evident that 
most of these improvements have been in the houses of those families 
in the upper farm income groups, which numerically constitute a 
small proportion of the total. Improvement in the housing of even 
these groups, however, has not been spectacular. Perhaps this may 
be attributed to the fact that one of the important differences between 
farm and urban houses is that the farmhouse is a part of the total 
farm plant, not a piece of real estate in itself as an urban‘ house 
usually is. The farmhouse must compete, when income or credit is 
available for improvements, with the service buildings and other items 
that may improve the productivity of the farm. 

For reasons such as these, as I indicated in my paper, there is no 
evidence on the horizon that indicates that there will be a substantial, 
if any, downward trend in the proportion of substandard -f: :rmhouses 
for the years 1961 to 1970. Numerically, obviously there will be fewer 
substandard houses in the 1960’s than were reported in 1950. The 
number is likely to decline from the 4 million mentioned earlier to 
something like 3,670,000 in 1960, and somewhat fewer in 1962 to 1964. 
However, this deine is expected to be the result of fewer farmhouses 
in the Nation’s inventory, not any general program of improvement 
in existing houses. Three-fourths of the Nation’s farm housing is 
still likely to be substandard at that time. 

I cannot see how any individual or growp would want to continue 
the status quo. On the other hand, I must admit that today we do 
not have the answers to many questions which we must have before 
much can be done to better this situation. 

We need to spend more time and effort in getting the answers to a 
number of difficult questions. Perhaps the most serious of these is: 
What should be done to assist our low-income farmers, who are fre- 
quently living on small family farms, in improv ing their housing 
conditions? This question is especially pertinent in certain regions 
such as the southeastern Cotton Belt, the tobacco regions, and the. gen- 
eral self-sufficing farming areas of the Nation. ~ However, it also 
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applies to a significant number of farmhouses along the east and 
ulf coasts, the northern wheat and small grains region, the Great 
po dairy region, the Corn Belt, and the grazing regions. I would 
not attempt to give the answer to this question, but obviously if a type 
of construction that is low in cost and that still provides a decent 
standard of living could be developed, it may well go a long way 
toward an answer. I am referring here to an extension of the kind 
of research that has been undertaken at Tuskegee Institute on low-cost 
housing. 

Overlapping the question of low-income families on family farms 
is the question of what can be done to assist part-time or residential 
farmers. (In 1950, over 1 million of the 5.4 million farmers were 
part-time farmers with incomes of less than $250 from their farming 
operations.) Perhaps their problem should be considered as part of 
the urban housing problem, since they have employment other than 
farming. It has not been. 

On both of these questions I believe one matter is highly important; 
that is, that we not generalize in the use of our statistics, which seems 
to be the tendency. We need to look specifically at a number of 
factors, especially the regional factor which I have already mentioned. 
This is important, because some of our regions are already in a stage 
of heavy blight, while others are just appr oaching this stage. 

For higher income families—and the term here does not reflect the 
same levels of income as when we talk about urban families, because 
in 1957 the median farm income was only $3,110, half that of urban 
families—higher farm housing standards need to be encouraged. At 
this moment I have no answer to the problem of how a farm family, 
earning more than $5,000 a year, for example, can be encouraged to 
install indoor plumbing g, or improve its heating system or better adapt 
its house to present needs; but I am quite certain that some concen- 

trated study of the matter could yield results that would ultimately 
ssa in the benefits of improved housing conditions and more satis- 
factory living arrangements for these families. 

I would therefore urge that the committee give consideration to a 
greatly stepped-up program of basic research focusing on farm 
housing. Improved financing arrangements can be dev eloped only 
when the details of the farm ‘housing problem are better understood. 
It is strongly urged that the Nation’s ; farmers not be overlooked when 
the housing” problems of the decade 1961 to 1970 are analyzed, and 
that agriculture and that proportion of the population engaged in 
it be given proper attention so that the families who provide our foods 
and fibers may come nearer keeping pace with the improvements in 
the standard of living of the balance of our Nation. 

In my paper, and in this summary, I have not touched on two other 
important kinds of housing that also need some attention. The first 
of these is housing of migratory farm labor. While this may well 
have come within the scope of the questions put to me by the com- 
mittee, the problem is a specialized one and one that would merit 
separate consideration and treatment. The other is that of rural non- 
farm housing in small communities. This is not farm housing and 
therefore did not come within the purview of my paper. However, 
it is a neglected area, and again one to which some attention should 
be given. 
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Thank you. 
Senator SparKMAN. Thank you, Dr. Beyer. 
Now, Dr. Smith, we should be glad to hear from you. 


STATEMENT OF DR. E. V. SMITH, DEAN, SCHOOL OF AGRICULTURE, 
AND DIRECTOR, AGRICULTURAL EXPERIMENT STATION, ALA- 
BAMA POLYTECHNIC INSTITUTE, AUBURN, ALA. 


Dr. Smirn, Mr. Chairman, last fall, like Dr. Beyer, I was invited 
to submit ‘a.paper in response to the questions that you put this morn- 
ing, namely: 

What should be done to increase the supply of standard shelter for under- 
housed farm families? 

What should be done to provide a source of housing credit adequate to meet 
the needs of farm families who are potential purchasers or renters of privately 
owned standard housing but whose incomes are not high enough to permit their 
participation in existing markets for such housing? 

The paper was included in this committee’s Study which took the 
form of a compendium entitled, “Study of Mortgage Credit—Does 
the Decade 1961-70 Pose Problems in Private Housing and Mortgage 
Markets Which Require Federal Legislation by 1960?”—committee 
print, 85th Congress, 2d session. 

The committee print presents a tremendous and remarkably well- 
balanced body of information relevant to the many-faceted problem 
of residential housing. Although only 4 of the more than 30 
papers are aimed direc tly at the problem of substandard farm housing 
and its alleviation, fully half of them include data that are applic able 
to the farm housing problem. I have not hesitated; therefore, in pre- 
paring for this hearing, to use the other papers as sources of pertinent 
information. Since each has treated a particular facet at length, I 
have used only terse excerpts from them and have indicated the source 
by including the author’s name in parentheses. 

Now to the question: What should be done to increase the supply of 
standard shelter for underhoused farm families? A knowledge of the 
causes and extent of underhousing and of the trend in farm family 
living should help to provide answers to this question. 

Obv iously, low farm income is a major cause of underhousing of 
farm families. In 1956, for example, 30 percent of the farm-operator 
families received personal incomes of less than $2,000 as compared 
with only 5 percent of nonfarm families; at the other end of the scale, 
only 1.8 percent of farm-operator families had personal incomes of 
$15,000 and over, as compared with 4.9 percent of nonfarm families. 
(Department of Commerce, Office of Business Economics.) In 1950, 
60 percent of the farms were classified as low-production farms, being 
part-time or residential farms or the per-farm value of products being 
less than $2,500. (Beyer.) 

The most desirable solution to the problem of substandard farm 
housing would be a rapid and substantial rise in per-farm income. 
Means of achieving this desirable end lie outside the scope of this 
paper, however. In the meantime, millions of farm families live in 
substandard or dilapidated houses. Since these houses are dispersed 
over the countryside, they do not make the same impression on our 
national consciousness that slums in the cities do. Nevertheless, 
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people who must live in them are just as uncomfortable as if they 
lived in similar houses in the city. 

What about the extent of the problem? The Census counted a total 
of 6,275,000 rural farm households in 1950 and according to its cur- 
rent population series, estimated 5,218,000 in 1957 (Beyer). It is 
further estimated that the total farm households will range between 
4,500,000 and 4,900,000 in 1970 (Beyer). In 1950, 77 percent (or 
4,184,000 units) of farmhouses were judged to be substandard ( Beyer) ; 
it is further estimated that the percentage of substandardness may 
only be reduced to 72 percent by 1960 and that the downward trend 
in substandard farmhouses may be very slight during the decade 
1961-70. 

The pere entage -" dilapidated houses on farms is appreciably higher 
than in urban are The percentage lacking running water and regu- 
lar plumbing jecllitiig’ is also appreciably higher on farms (Beyer Fs 
Surely this is a matter of national concern. Must the less afiluent 
in the country continue to live in dilapidated or substandard houses 
while slum clearance, urban renewal, low-cost housing, and other pro- 
grams make more comfortable homes available to his city cousins? 

Obviously, this is not an easy problem to solve or else greater strides 
would have already been made. The basic solution may be found in 
research, education, and credit (Department of Agriculture). 


RESEARCH 


There is considerable unanimity of opinion concerning the need for 
housing research as shown by the following quotations: 


Continued research is needed to guarantee further technological advances and 
programs, including programs of rural development generally (Beyer). 

Continued research in the technical aspects of designing and construction is 
needed * * *; * * * include research in the use of new building materials, 
standardization of design and dimenisons of building material and home equip- 
ment, practical methods of remodeling old farm homes, investment experiences 
of lenders who have been active in the farm building field and lending practices, 
including fund control and supervision, designed to assure that lenders who 
advance funds will obtain adequate security for their loans (Department of 
Agriculture). 

A combination of a substantially enlarged research program and credit aids 
which would produce a high sustained volume of new home building, would 
probably maximize construction cost reductions better than any more direct 
method (Wheaton). 

Is the United States getting its full money’s worth in better and cheaper hous- 
ing for the aid it is granting? While I sometimes feel strongly that this may 
not be the case, particularly because of lack of research * * * (Maisel). 

Federal sponsorship of research through established universities and reserach 
organizations is recommended. This must be basic work aimed at producing 
more accurate estimates of design conditions and applied research with the goal 
of determining acceptable performance under these conditions (Price). 

I am of the opinion that research can and will make great contribu- 
tions to the solution of housing problems in general and to the com- 
fortableness and convenience of homes in the near future. Private- 
industry-sponsored, as well as publicly supported, research will have 
great impress on future home construction. Because of the peculiar 
needs of farm housing, probably this area stands in greater need of 
publicly supported research than any cther area. There are many 
reasons for this. 
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First, it has been known that the greatest amount of dilapidated, 
substandard housing occurs on low-production, part-time, and resi- 
dential farms. Since these houses are of necessity dispersed, the liv- 
ing conditions of their low-income inhabitants cannot so easily be 
improved by low-cost rental housing as for low-income city dwellers. 
C onsequently, research aimed at low-cost construction of livable farm 
homes is particularly important. 

Even though rural electrification, washing machines, home freezers, 
and other home appliances are bringing family living in town and 
country closer together, the farm home continues to retain some of 
its peculiar space requirements and arrangements. Since the gen- 
eralized house plans most often appear to be applicable to urban liv- 
ing needs, research aimed at providing plans adapted to farm living 
is needed. 

In some sections, at least, the services of skilled artisans are less 
readily available to farmers than to urban dwellers. Consequently, 
research that would result in simplified plans and specifications would 
be useful. 

The need for expanded housing research is recognized by the U.S. 
Department of Agriculture and the State experiment stations. Nev- 
ertheless, the need for research aimed at increasing farm income is 
so great that administrators generally do not feel that they can dedi- 
cate substantial amounts of the research funds now available to them 
to housing research. 

The second point is that of education. For research-established 
facts to pay off, they must be put into use. This is a job for educa- 
tion in a broad sense. The importance of education to any program 
directed at reducing substandardness of farm housing is illustrated by 
the following quotations: 

However, these low standards are not wholly governed by income. Tradition 
is a contributing factor. While modern communication and improvements in 
transportation have brought the farmer closer than ever to the urban dweller, 
farm families have for generations become accustomed to a way of life—in this 


instance frequently lacking running water and modern plumbing facilities—that 
yields only slowly to change (Beyer). 


And again: 


Conveying the practical results of research to farm families, lenders, build- 
ing material suppliers, and others is an educational challenge to both industry 
and Government. The improved communications today—radio, television, news- 
papers, magazines—all are widespread mediums for bringing to farm families 
the results of private and governmental research. To be most effective with 
farm families now living in substandard housing, technical advice needs to be 
available on an individual case basis. The building industry has made marked 
progress in furnishing this type of service to farm families. Additional service 
is needed, however, particularly in connection with the repair and moderniza- 
tion of farm homes and service buildings (Department of Agriculture). 





CREDIT 


The second question that T was asked to respond to obviously deals 
with the subject of credit. The question is: 


What should be done to provide a source of housing credit adequate to meet 
the needs of farm families who are potential purchasers or renters of privately 
owned standard housing but whose incomes are not high enough to permit their 
participation in existing markets for such housing? 
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Credit is recognized in the compendium as a problem for the low- 
income person who wishes to improve his housing situation. Some 
comments pertinent to the low-income farmer’s problem are quoted: 

If there is to be any progress toward making new housing available to lower- 


income families, it is primarily through a reduction in the carrying charges of 
the mortgage that it can be achieved (Abrams & Schussheim). 


And another: 


Therefore, unless there are certain new factors affecting a change, such as 
legislation (probably including extended credit facilities) for these families, the 
number of substandard units can be expected to remain at about 4 million dur- 
ing the coming decade (Beyer). 


Finally: 


The real problem, however, is faced by the family who wants to improve its 
home but is without sufficient income or assets to qualify for a loan from con- 
ventional sources (Department of Agriculture). 

In conclusion, I am sure that this committee will be interested in a 
brief report on a farm housing credit study that our experiment sta- 
tion is conducting. The study is possible because your committee in- 
cluded a small appropriation in the Housing Act of 1957 (section 
603) and authorized the Housing and Home Finance Agency to make 
grants to the State experiment stations in support of farm-housing 
research. 

Recognizing the inadequacy of our knowledge concerning limita- 
tions that credit facilities and credit institutional organizations may 
place on farm housing improvement, an advisory committee recom- 
mended that the agency use the appropriation for support of research 
in this general area. 

A national committee of agricultural economists, representing the 
four regions of the country, considered the need and developed a 
research proposal. Since the funds available to support the research 
were not adequate for a national project, it was recommended that an 
intensive study be undertaken in the region of greatest need with pilot 
studies in two other regions. It was agreed that the southeast had the 
poorest rural housing as a general rule; consequently, the agricul- 
tural experiment station of ‘the Alabama Polytechnic Institute was 
assigned the major study with associated pilot studies being under- 
taken by the experiment stations of the University of Missouri and 
Colorado State University. 

This research is being undertaken in three phases. In the first 
phase, a study of the housing of rural residents is being made in an 
effort to determine (a) current condition of housing for various in- 
come groups, os sizes, etc., (b) needs for housing, (c) attitudes 
toward making needed Improvements, (d) attitudes toward and 
ability to use credit to make needed improvements and (e) extent to 
which the lack of credit facilities is preventing needed improvements 
from being made. 

The second phase deals with the lending agencies that operate in the 
field of rural housing financing. This study includes (a) an evaluation 
of credit facilities for rural housing, (6) extent to which rural people 
are using available credit, (c) legal and other restrictions on credit for 


farm housing, and (d) attitude and ability of lending institutions to 
meet credit needs. 





43S STUDY OF MORTGAGE CREDIT 


The third phase will consist of an evaluation of the results obtained 
in the first two phases which will be reported to the Housing and Home 
Finance Agency. This report, which will be completed by June 30, 
1960, is expected to form the basis for a recommendation to the Con- 
gress by that agency. 

When complete, this study should help answer the questions that we 
have been discussing this morning. 

Even then, we should recognize certain limitations in the results. 
The credit study will apply in detail to the problems of one geographic 
region, the’southeastern cotton and tobacco area, with control study re- 
sults for the corn area of the Midwest and the wheat region of the 
West. Furthermore, the study would have been more meaningful if a 
concurrently expanded program of physical research could have been 
undertaken. 

That concludes my report. 

Senator SparkMAN. Thank you, Dr. Smith. 

Now, Mr. Scott, of the Department of Agriculture, will present his 
paper. For the benefit of the record, will you identify Mr. Hansen 
and Mr. Barnard. 


STATEMENTS OF KENNETH L. SCOTT, DIRECTOR OF AGRICULTURAL 
CREDIT SERVICES; AND KERMIT H. HANSEN, ADMINISTRATOR, 
AND CHARLES C. BARNARD, DIRECTOR, BUDGET AND STATISTICS 
DIVISION, FARMERS HOME ADMINISTRATION, DEPARTMENT OF 
AGRICULTURE 


Mr. Scorr. Thank you, Mr. Chairman. 

Mr. Hansen is Administrator of the Farmers Home Administration, 
and Mr. Barnard is Director of the Budget and Statistics Division, 
Farmers Home Administration. 

Mr. Chairman, we appreciate this opportunity to meet with you this 
morning and talk about this important subject of rural housing. 

Mortgage credit for farm homes is an integral part of the overall 
credit needs of agriculture. Farm home financing usually will be 
more soundly conceived when it is determined to be entirely consistent 
with the financial requirements of the farming business. During the 
past 15 or 20 years, there has been a substantial improvement in the 
quality of the homes on farms and the facilities in these homes. Much 
of this improvement is the result of the higher levels of income en- 
joyed by farm families. In many instances, farm incomes have been 
supplemented by off-farm employment. 

Major contributions toward helping farm families finance the con- 
struction, modernization and repair of their homes have been made by 
the conventional lending institutions, such as banks, cooperative credit 
agencies, savings and loan associations, and insurance companies, and 
also by material suppliers, the Farmers Home Administration and 
others. Nevertheless, there exists today a substantial need for further 
improvement in the quality of farm homes. 

An analysis of the reasons why some farm families are underhoused 
would reveal a variety of causes, but most significant, probably, would 
be the lack of sufficient ine ome, savings or ¢ redit to finance improved 
housing. This situation, in turn, might be caused by a number of 





rela 
bot] 
the 
nes: 
wit! 
to e 
met 
In 1 
of 1 
bus 

I 
pro 
doe: 
buil 
Son 
for 
ina 
bee: 
that 

1 
In 
dire 
lenc 
and 
to f 
low 
& pl 
pre’ 
not 
for 
hon 
fan 
enti 
sup 
the 
the 
S 
Ap] 
dire 
ner 
ean 
it b 
qui 
or, 

Ii 
fan 
this 
nee 
eral 


evel 
Wit! 
tion 

T 


ten 





STUDY OF MORTGAGE CREDIT 439 


related factors, such as inadequate income for the farm family, from 
both farm or nonfarm sources, competition for use of net income with 
the result that it is used primarily for reinvestment in the farm busi- 
ness. The question of how best to use net income is particularly acute 
with families of moderate income, especially if they are endeavoring 
to expand the size of their farm business. Income- ‘producing invest- 
ments traditionally have had first claim on a farmer's net income. 
In fact, for a beginning farm family to set aside a substantial portion 
of its limited income for housing may involve jeopardizing the farm 
business. 

Inadequate housing in rural areas presents a different financing 
problem from inadequate housing in urban areas. In the city a man 
does not need to mortgage his means of living to obtain a loan to 
build or improve his home; whereas, a farm ‘family must do that. 
Some farm families are reluctant to borrow to improve their housing 
for fear of losing their farm and source of income. If a person living 
in a city wants a different home, he shops for it. A farmer, however, 
because his home is fixed on his farm, must look for a plan rather 
than a completed house. 

The approaches to the problem, therefore, must also be different. 
In urban centers, where the kind and place of employment are not 
directly associated with the residence, conventional loans of private 
lenders and the programs of the Federal Housing Administration 
and the Veterans’ Administration have provided wide opportunities 
to familes to acquire better homes. Also, the development of public 
low-cost. or low-rent housing in concentrated areas has proved to be 
a practical approach to providing better housing for low-income and 
previously ill-housed families. In rural areas, credit for homes has 
not been as readily available. In some instances, the financing terms 
for rural housing have been unsatisfactory. The isolation of the farm 
home and the need for a residence being located on the land being 
farmed necessitate considering most of the farm homes as individual 
entities, dependent upon the returns of the farm business for financial 
support. Because the inadequate houses on farms are scattered over 
the countryside, the need for better housing is less conspicuous than 
the slums in our urban centers. 

Substandard farm housing generally is a symptom of low income. 
Approaches to the problem of providing better farm housing must be 
directed not only toward SOP RTRE the home itself but also toward 
increasing the income level of the farm family to the point where if 

can afford better housing. To increase the family’s income so that 
it becomes creditworthy and can afford better housing frequently re- 
quires enlargement of ‘the farm, development of the farm business, 
or, in some cases, the acquisition of a new farm. 

It is a simple fact that to improve, remodel, repair or construct a 
farm home requires money. From the standpoint of the farmer, 
this means income, savings or credit. Those farmers who, if they 
need to borrow, can qualify for credit from conventional sources gen- 
erally do not have major income problems. The real problem, how- 
ever, is faced by the family who wants to improve its home but is 
without sufficient income or assets to qualify for a loan from conven- 
tional sources. 

The Department of Agriculture has had extensive experience in ex- 
tending financial assistance to farm families to improve their housing. 
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Under title V of the Housing Act of 1949, approximately 30,000 loans, 
totaling $170 million, have been made. Three-fourths of this mone 
went for farm homes. In addition, under title I of the Bankhead- 
Jones Farm Tenant Act, as amended. this Department has made al- 
most 85,000 loans and, of these, 78,000 included new dwellings or 
improvement to existing ones. All of the loans were made to persons 
who could not finance “their homes with loans from private or co- 
oper ative sources. 

Throughout the years a number of approaches have been tried in 
providing farm families an opportunity to acquire better housing. 
Of these, the most successful has been the type of loans authorized 
under section 502 of the Housing Act of 1949. These loans have proved 
to be an effective means whereby families who are not able to qualify 
for credit from conventional sources can improve their housing 
conditions. 

The lending experience with these loans has been satisfactory. As 
of December 31, 1958, 32 percent had made advance payments on their 
loans and only 10 percent of the borrowers had not paid in full the 
installments that were due as of that date. About one-fourth of the 
borrowers to whom farm housing loans were made under the Housing 
Act of 1949 already have repaid their loans in full, many by obtain- 
ing refinancing credit from other sources. 

The Government’s activity in providing farm housing credit ex- 
tends beyond providing opportunities for those families who cannot 
qualify for credit from other sources to obtain loans for housing 
purposes. The farm housing financing now being carried on by the 
Department is based on loan-making techniques of planning , inspec- 
tions and fund controls, which reduce the risk over the construction 
period, and suggest methods that private and cooperative lenders could 
adopt to safely expand their lending activities for farm housing 
purposes. 

Farm families who live in poor houses generally do so not by 
choice but because of necessity. The major problem 1 1s the lack of an 
economic base to support a better house. For these low-income fami- 
lies in rural areas to improve their economic situation sufficiently to 
enable them to support better housing and to qualify for loans from 
private, cooperative or governmental sources, there must be con- 
tinued economic growth through the development of their agricultural 
resources and the expansion of nonfarm employment opportunities. 

The rural development program which is going forward in 30 States 
and Puerto Rico and expanding into new areas each year, provides a 
practical means of helping low-income families to increase their in- 
come. Since this program was announced in 1954 by President Eisen- 
hower, thousands of low-income families have been assisted by the 
local leaders who direct these improvement programs. As additional 
low-income areas develop similar plans, there will be increased oppor- 
tunities for the rural families, some of whom will then be able to get 
better housing. 

Mr. Chairman, we would be glad to respond to questions. 

Senator SparkMAN. Thank you, Mr. Scott. 

Does either Mr. Hanson or Mr. Barnard have anything to add? 

Mr. Hanson. No comment at this time, Senator. 
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Senator SparKMAN. Thank you very much, gentlemen. I may say 
that I have enjoyed all of the papers. I think they are very fine and 
most helpful to us. 

Dr. Beyer, you referred in your paper to the need for a type of con- 
struction that is low in cost and that still provides a decent standard 
of living. There isa great need to develop that. You make reference 
to the kind of research that has been undertaken at Tuskegee Institute 
on low-cost housing. 

In hearings held by the House committee under Congressman Rains 
in Birmingham about 2 or 3 years ago, if I recall correctly, he had the 
agricultural director, the one who had directed this program from 
Tuskegee Institute, testify. I recall also that he testified before the 
Agricultural Subcommittee of the Joint Economic Committee, of 
which I was chairman a couple of years ago. 

I was very much impressed with the work that they were doing 
there at that time; particularly along that line. Dr. Smith, it may be 
that you are somewhat familiar with the work they do. 

It reminded me of another thing. Several years ago Puerto Rico 
was in a very bad situation with reference to housing, both in the cities 
and in the country. They appealed to us for some help in getting, pri- 
marily, financing. In any event, it was finally worked out. Recently, 
the Governor of Puerto Rico was here, and I had the privilege of hav- 
ing lunch with him. We were talking about housing, and I was very 
much impressed with the work that had been done there in two phases, 
urban housing and rural housing. 

Mr. Scott, you may be more familiar with this than any of us, but it 
seems that the Puerto Rican Government had adopted some method 
of subsidizing to a certain extent. But the work was done principally 
by the farmer and his family and consisted of dirt-type walls, or I 
think probably some kind of brick or some kind of masonry. I was 
amazed at the low cost at which that was done. Of course, [ suppose 
the type of housing there probably would not be deemed adequate to 
meet our farm needs. But it did demonstrate that through research, 
through the development of these cheaper building types and plans 
and specifications, as Dr. Smith pointed out, that the farm family could 
help itself without a great amount of high cost, highly skilled, or tech- 
nical labor. It was doing a tremendous job in producing housing for 
the farm families in Puerto Rico. 

Are you familiar with that program, Mr. Scott? 

Mr. Scorr. Only in a very general way, Mr. Chairman. 

Senator SparKMAN. That does not tie into your program; it is a 
purely Puerto Rican undertaking, is it not? 

Mr. Scorr. Yes, sir; that is right. It is sponsored by the Puerto 
Rican Government. They have several subsidy programs. One ex- 
tends into rural electrification, and they have done remarkably well, 
I think, in helping out in the rural area through the use of their gen- 
eral resources. 

Further research, I believe, is most important in this field of rural 
housing. Just to illustrate, in the construction of loafing sheds for 
their cattle some of the most popular and most practical are so con- 
structed that they can be put up by the farmer. I think there is a 
great deal that can be done and should be done in this matter of 
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housing that can bring the cost down, and that is a most important 
thing for many of the rural families. 

Senator SparKMAN. I know from my own experience a few years 
ago, Dr. Smith’s institution suggested to the farmers of Alabama— 
this may have been nationwide for all I know, I am only familiar 
with it in our own State—a much cheaper and more simple and 
probably a more effective way of building barns and sheds, and so 
forth, through the use of poles. 

Mr. Scorr. That is correct, sir. 

Senator Sparkman. And different building materials, and so forth. 
There has been a great deal of construction of that type has there 
not, Dr. Smith, throughout. the State ? 

Dr. Smrru. Yes, sir; that is throughout the country. That is the 
subsidy Mr. Scott referred to. 

Senator SparKMAN. That was the one I knew of, but I knew it only 
from the extension service and experiment station in Alabama. 

Dr. Smiru. It does point to one experimental development in hous- 
ing. You are familiar with the little experimental house on the sub- 
station at Cullman, Ala., where instead of the conventional footings 
and foundations for this house, poles are used for the foundation. 
That would not pass any rating agency, I guess, today, Dr. Beyer, 
but the house is standard there, and with fully treated poles I suspect 
it is going to stand as long as a normal house. So that is a very cheap 
thing, and it is a simple thing for a farmer to go perhaps with a 
posthole digger on his tractor and dig a post hole and put a tree 
or post in for his footing rather than using conventional pillars or 
conventional masonry construction for the support of a house of this 
kind. 

I think there are great opportunities through physical research to 
reduce the cost of housing, of good, livable housing, for farm people. 
I think that is one of the avenues that we have just begun to open. 

Mr. Hanson. Mr. Chairman, I would like to make a statement. 

Senator SparKMAN. Yes, sir; go right ahead. 

Mr. Hanson. It has often occurred to me that our progress in hous- 
ing has been very, very slow, and I feel that there is a tremendous 
need for research in all fields of home construction. It has occurred to 
me that in the construction of homes we perhaps haven’t come too far 
from the old log-cabin days; in fact, we have perhaps gone backwards 
in one respect. At least at that time we used the entire log. Since 
then we have been cutting the logs up into small pieces, nailing them 
back together, which is time consuming, costly, and all of those things. 
So it seems to me that some real concerted effort in the field of research 
in home construction could substantially reduce the costs and make 
good homes much more available to many more people in all categories 
of income. 

Certainly, there is much to be explored in the filed of new materials. 
I am not a researcher at all, but our light metals, perhaps, will become 
cheaper, plastics, many of those things. They have been adapted into 
other assembly-line operations. If automobiles today were constructed 
as homes are constructed, they would probably cost five or six times 
what they actually do. So I would certainly, from a personal stand- 
point, fee] that there is much need for research in methods and ma- 
terial for home construction. Thank you, Mr. Chairman. 
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Senator SparkMAN. I may say that a few days ago we had some 
gentlemen here testifying as to the need of developing new materials. 
Naturally that included the factor of lower costs, but they were think- 
ing of it primarily from the availability standpoint, looking toward 
that time when perhaps our timber would be taxed to its full limitation 
to supply materials to use. Of course, we were talking then about 
housing generally, and principally, urban housing. But some very 
interesting facts and figures were presented to us—and demonstrated, 
by the way—of new materials that had been experimented with. 

Let me say I am delighted that you gentlemen take this attitude with 
reference to research. I believe you know the great difficulty we have 
had in this committee getting a research program underway. In 1948 
we established, as a part of the housing agency, a research division. 
However, we never did get very far with it. Very little was done, 
and in 1953, I think it was, the Appropriation Committee cut off the 
funds and killed the research program. We have had no real research 
in all our housing programs since that time. A couple of times, we 
wrote into law a research provision in connection with title V hous- 
ing. But for some reason we have never been able to get the execu- 
tive branch to take hold of it. 

Mr. Hanson, you know as between the Housing and Home Finance 
agency and your administration I have tried to get something done in 
this field of research. Mr. Cole, when he was Administrator of 
HHFA, said, “This is something that ought to be done by the De- 
partment of Agriculture.” I have often said I do not care who does 
it, just so it is done. 

In the proposed 1959 act we have included a provision to continue 
the research program in farm housing in a very modest amount. But 
] hope, Mr. Hanson, that your people, Mr. Scott, all of you, will really 
become interested in this and try to help us work it out some way so 
that we may get budget approval, get executive approval of this pro- 
gram, and have it go ahead. 

Dr. Smith told something about the research work that was being 
done at Auburn under that modest appropriation that was made a 
couple of years ago. Your report, Dr. Smith, I notice is to be made 
on June 30, 1960, is that right ? 

Dr. Smirn. That is right. 

Senator SparKMAN. Will that be done under the current appro- 
priation, or will there have to be additional appropriations to carry 
it out 

Dr. Smirn. This particular one, Senator, is being done under the 
appropriation that was made in 1957. 

Senator SpARKMAN. The amount that has already been allocated. 

Dr. SmirxH. That has already been allocated. It was delegated and 
obligated to this study and will carry for the 2 years. 

Senator SparKMAN. That was my understanding, yes. 

Dr. Smith, do you know much about what is being done at Tuske- 
gee now in this field? If I recall correctly, I believe it was in Bir- 
mingham you testified, you or Mr. Kummer. 

Dr. Smrru. Yes, I am somewhat familiar with it. It is a pro- 
gram actually designed for farmers or for low-income people to do 
most of their own work. That hassome advantages. It also hassome 
obvious disadvantages. If this person who is totally unskilled as a 
builder, can find a job outside—I say, if he can find a job outside— 
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he may be better off if he works some and employs a skilled artisan 
to do his building for him. If he can’t, then it certainly is a good 
program, and some very nice houses that I have seen have been con- 
structed. I think that research designed toward simplicity of con- 
struction and toward meeting the needs of farm families that might be 
suitable to the artisans who are available in rural areas, whose costs 
are rather modest compared to the charges of the same type of labor, 
perhaps more skilled, in the cities would be of broader application, 
though, than this application of research designed toward the farmer 
himself dojiig his construction. Some of both, of course, would be 
desirable. 

Mr. Hanson. Mr. Chairman, I feel that research in the field of em- 
ploying materials that are much more readily workable and much more 
adaptable than the materials we have used in the past would be very 
fruitful. Also I believe that education is a most important factor. 
There seems to be resistance to change as far as types of materials 
are concerned and types of construction, and so forth. Perhaps we 
need to put more emphasis on our educational facilities to create an 
understanding not only among those who build our homes, but also 
those of us who reside in them, to accept newer materials and newer 
methods that are slightly different from what has been conventional 
in the past. Thank you. . 

Senator SparkMAN. Thank you, Mr. Hanson. 

Dr. Smirn. I sat, Senator, with five or six people on our staff who are 
interested in the various facets of housing research. As you well 
know, we have in our Agricultural Engineering Department one man, 
Mr. Grub, who spends all of his time on research in rural housing 
and farm structures. He is devoting a great deal-of time, it is true, 
to farm structures rather than rural housing at the moment, but he 
and Mr. Kummer, whom you mentioned, who was head of our Agri- 
cultural Engineering Department, are tremendously interested in this 
field. Also Mr. Lanham, who is directing the credit study in our De- 
partment of Agricultural Economics, and Dr. Philson in Home Eco- 
nomics are also vitally interested in research concerned with improv- 
ing farm housing. We sat and talked about this problem, and they 
pointed very strongly toward this second aspect that Mr. Hanson has 
mentioned, and that is a need of means of getting any new ideas into 
effect. 

Some of your work is in that area, Dr. Beyer. But the educational 
program is one that needs attention, as well as research. 

Senator Sparkman. Mr. Scott, I was pleased with your reference 
te securon 502 housing—that was the title V housing under the 1949 
act—and with the work that has been done there. Again I will say 
that as you may know, we have had some difficulty in moving that pro- 
gram along from year to year. 

Finally, Mr. Hanson, I believe it was you who told us if we had a 
long-time program we could do a better job under it, so we gave you 
5 years. You are moving along a little better now, are you not? 

Mr. Hanson. Yes, Mr. Chairman. Incidentally, that was activated 
before my arrival in Washington. 

Senator Sparkman. Yes. As a matter of fact, it was included in 
the act of 1949, the original program. 

Mr. Hanson. That is right. 
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For a matter of information, I would like to ask Mr. Barnard to 


give you the figures on what we have accomplished this past year. 
Do you have them available ? 


Senator SparKMAN. Fine. bn 

Mr. Barnarp. Senator, you know the authorization was $450 million 
to borrow from the Treasury during the period 1957 through 1961. 

Senator SparKMAN. That is right. 

Mr. Barnarp. The Farmers Home Administration has not had to 
allocate any of those funds as to States. There has been ample ap- 
portionment authority each year. 

This year it looks like we will loan about $60 million, which would 
be the biggest of any year since the program started in 1950. Since 
the $450 million became available we have loaned about $19 million 
in 1957, about $33 million in 1958, and we estimate $60 million this 
year. That would leave for 1960 and 1961, $338 million of the $450 
million, so there are ample funds, of course, for the following 2 years. 

The most recent estimate we have of the requirements next year is 
around $66 million, which I expect might fairly be scaled down to 
about $50 million. 

Mr. Hanson. Mr. Chairman, the figures Mr. Bernard gave you do 
not include housing and service building loans that were made through 
the farmownership program. Neither does it include the funds that 
were made available for building and service building and home 
construction through the insured program. 

Senator SparKMAN. By the way, how is that program moving ? 

Mr. Hanson. Which is that? 

Senator SparkMAN. The insured. It has been a little slow. 

Mr. Hanson. It is a little slow. Surprisingly enough, though, 
there has been considerable activity in spite of all the fears that we 
have had. It has not been as aggressive as we would like in many 
areas, but there has been more activity than we were even hopeful for. 

Incidentally, on this estimate that we have gotten from the field of 
the potential next year, that figure would also include those loans 
that might be made through the insured program. That is an esti- 
mate from the field of what we might be able to accomplish in the 
home and service buildings in agriculture throughout the country. 

Senator SparKMAN. I was present at the first completion of a home, 
the closing, I suppose it was, made under this title V housing program 
in Jackson County, Ala. An old house and a new house presented 
quite a contrast. 

I was present at the burning of the first mortgage under the original 
Bankhead-Jones Farm Tenant Act, too. That was in Limestone 
County, Ala. And I was present at the execution of what I believe 
was the first insurance contract to be contemplated. That was near 
Geneva, Ala. So I have had considerable experience with these par- 
ticular programs. I am greatly interested in them, and I feel that we 
ought to be able to do a great deal more in connection with farm- 
housing than we have done before. We certainly welcome recom- 
mendations and suggestions from any and all of you at any time. 

Now Mr. Cash has some questions. 

Mr. Cas. I wanted to ask Dr. Beyer to refer to two statements in 
hissummary. He says a certain estimate was crude because of a lack 
of adequate information. Then again he says, “While there are no 
data available for farm housing alone, it is doubted * * *.” There 









446 STUDY OF MORTGAGE CREDIT 


are two places where you felt you could do a better job if you had 
better information. Where would such information come from, nor- 
mally? Who has the job of accumulating data of that kind? 

Dr. Bryer. Taking the simpler of your two questions first, the data 
in the national housing inventory of 1956 did not break out the statis- 
tics with regard to formhousing. I have looked at all of the published 
data and have studied whatever has been available in any form from 
the census, and I have confidence in the statement that I make, but I 
cannot give you and particular published statistics that would di- 
rectly support it. In other words, what I am saying is that even in 
the major national housing inventory we did not have statistics for 
farm housing alone. 

Mr. CasH. Would you suggest that it would be pppronestte for this 
subcommittee to recommend that data of this kind be gathered ? 

Dr. Bryer. I think that this would be a very appropriate recom- 
mendation, not only for this reason, but also because I understand at 
the moment consideration is being given to developing the tabulations 
for the 1960 census, and I hope that we will have some adequate sta- 
tistics tabulated and published at that particular time with regard to 
farmhousing. I think this is a very pertinent item at this particular 
moment. 

The same comment would in part answer the question concerning 
the statement I made on page 2. Because, as the Senator stated in his 
opening remarks, it is so difficult to get statistics outside of so-called 
nonfarm housing statistics—and I don’t like the negative character of 
that term, either; I am hoping the census will change the terms to 
“urban” and “farm”—it is not possible to make the kind of estimates 
or predictions for farmhousing that we can make with regard to urban 
housing. We have much more detail available to us regarding urban 
housing. While I was working on this problem in the paper pre- 
sented to the committee earlier, I was finding myself constantly faced 
with roadblocks as far as statistics were concerned. I believe the esti- 
mates I have given here accurately represent direction and I think the 
estimate that I have given, in a range, is probably fairly accurate. 
But it probably would have been desirable to have provided more 
precise predictions than I gave in the paper. 

Senator SparKMAN. Mr. Coan. 

Mr. Coan. Dr. Beyer, do you have any doubt that the Census Bu- 
reau may not report separate farmhousing data? 

Dr. Bryer. No, I have no doubt whatsoever. I am certain that they 
will report separate farm housing data, but there are many questions, 
I think, with regard to the detail and the nature of the data, for ex- 
ample, whether it will cover States or whether it covers economic sub- 
regions. Of course, for those of us who are interested in farmhousing, 
the greater amount of detail, the more enlightened we can be after the 
statistics are published. 

Mr. Coan. One more question. I wonder, do you know the Census 
Bureau is considering some modification in the farm definition which 
may turn up somewhat different statistics in 1960 than 1950? I won- 
der where you stand on that and whether you have any fears that this 
would destroy the comparative data from previous years and whether 
there is anything that this subcommittee should do to influence the 
decision on that. I assume the decision has not been made. I under- 
stand there is some discussion about it. 
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Dr. Bryer. Yes, I think that there is still some discussion about it. 
I know that this problem has been given a great deal of considera- 
tion. It is not a simple problem. I have no particular fears in the 
direction that I believe the thinking is going. We are faced with the 
dilemma that on the one hand we want to provide the best statistics 
available, but on the other hand, we want to maintain as much com- 
parability as possible with statistics from other decades. A great 
many things can happen in 10 years, and frequently in the next decade 
we want to get different kinds of statistics than we had previously. 
In doing this we lose comparability. The census people are full 
aware of the problem. I know that the advisory committee on whic 
I sit has discussed this at great length, and at the moment I have 
confidence that they will, on the one hand, give us better statistics 
than we had before and at the same time maintain a degree of com- 
parability so that we won’t lose the comparisons with earlier decades. 

Mr. Coan. Dr. Beyer, would you also tell us a little bit about the 
criteria of substandard that you are using, and also you might refer 
to the fact that the Housing and Home Finance Agency sometimes 
uses a different criteria for farm housing than they do for urban 
housing. In other words, there is some feeling that farm housing 
would not be substandard if inside plumbing is lacking, whereas 
everybody seems to concede that urban housing which lacks inside 
plumbing is substandard. 

In past years the Housing and Home Finance Agency has used 
two sets of criteria. Would you comment on that? Is there any 
doubt in your mind as to what the criteria should be ? 

Dr. Bryer. The problem of defining “standard housing” and “sub- 
standard housing” is a difficult one, and I certainly would not want to 
take the time today in trying to give a definition of either. The 
definition that I used in my paper was established based on the items 
of information available in the census statistics I don’t believe even 
the Census Bureau has ever used that particular term with regard 
to those items. 

It seems to me, however, that there should be no different standards 
with regard to housing for different kinds of people. It doesn’t make 
much sense that we set one standard for urban families and another 
standard for farm families. I think there may be some difficulty in 
using the word “substandard,” because it has so many different mean- 
ings. I think what we need is a better term and apply it to all 
housing. 

The safest course, of course, is to use more descriptive terms, for 
example, to say that a house is without hot running water. I think 
this is a house of fairly low standards, 

I don’t think we can judge how the occupant of the house feels 
about it; but for our own purposes, I think attention should be given 
to this overall matter of definitions to see if we could once and for all 
come up with a set of definitions that we would all understand. 

Speaking of research, this matter of definitions is a basic problem, I 
think, on which a great deal could be done. We are utterly confused 
by the different uses of the different terms that constantly appear in 
general literature and specific reports and if we could once agree on 
the most elementary of these terms—whether we all agree with the 
definition or not is not so important—we would at least know what 
the terms mean when they are used. 
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Senator SparKMAN. May I suggest that in connection with the hous- 
ing provided to take care of persons displaced by Government action, 
we refer to it, as I recall, as decent, safe, and sanitary. Is that about 
what youmean’ Measuring up to those standards? 

Dr. Bryer. That is right. 

Mr. Coan. Mr. Scott, we have received from the Department of Ag- 
riculture a table showing the activity under title V of the Housing 
Act of 1949, under which the Agriculture Department has been mak- 
ing loans for farm housing construction and rehabilitation. We note 
here that under section 504, which provides for loans for the so-called 
inadequate farms—I don’t know whether that is the proper term— 
that there have been no loans made under this program since 1953. 
Is there some policy of the Department of Agriculture under which 
they no longer make loans under that particular section ? 

Mr. Scorr. Section 504? Do you have that, Mr. Barnard? 

Mr. Barnarp. Section 504 provided for loans or for grants, or loans 
in combination with grants, but it only provided for minor repairs to 
place the dwelling in a decent, safe, and sanitary condition. There 
was a limit of a thousand dollars on the assistance that could be given 
in the form of a grant and a loan. The total could be only $1,000, 
and the total grant portion could only be $500. When it was being 
administered in the earlier years, our county supervisors apparently 
were reluctant to make any grants. I think it had todo with the choice 
that they had to make locally between this family and that one. We 
had a very limited amount of funds. The total grants that were made 
during the 4 years it did operate was about. $363,000. I remember at 
the time the Administrator saying that there seemed to be reluctance 
on the part of the supervisor to make grants. 

You didn’t ask about section 503 but that, too, was dropped out 
about 1953. 

The specific reason for section 503 was that the authority was al- 
most wholly a duplication of the authority under the Bankhead-Jones 
Farm Tenant Act for farmownership development and enlargement 
loans. 

Mr. Scorr. I would be glad to comment. I thought that was the 
section. 

Mr. Coan. I meant to include both sections in my question. 

Mr. Scorr. I might say we have talked about that, and the decision 
was, policywise, that in view of the experience of the predecessor 
agency in the earlier years we felt that there was no justification to 
provide grant assistance. The Farmers Home Administration makes 
very practical application of their policies out in the country. We 
are always impressed, when we get out there, with the down-to-earth 
manner in which these local farm committees and the local supervisors 
who live so closely with these farm families handle their credit needs. 
T think they are doing a very constructive job. We have felt very 
good about the type of credit that we can extend under this title. 


Senator SparkMAN. Mr. Barnard, you gave us in tabular form, ' 


some of the program accomplishments over the past few years. I 
think these tables are rather interesting, and without objection, I will 
have them printed in the record at this point. They show the year- 
by-year amounts of loans made and the program that has been carried 
out under it. 

(The table referred to follows:) 


ADMINISTRATION 


FARMERS Homb 


DEPARTMENT OF AGRICULTURE, 


U.S. 
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Senator SparKMAN. I should like to say that in talking with Farm- 
ers Home Administration people in various counties in my State, also 
with farmers who have obtained housing through this title V, I have 
found it to be a very popular program as it is. 

Mr. Scorr. It is one of the most popular we have now, Senator. 

Senator Sparkman. I am delighted to know it, and I certainly 
hope that it can be pushed. I do want to appeal, particularly to the 
people in the Department of Agriculture, for help in getting at least 
a modest research program activated. I would be glad to have the 
Department of Agriculture do the work. HHFA seems to think that 
is where it ought to be done. Asa matter of fact, when we wrote it 
into the Housing Act, we directed that it be done through land-grant 
colleges. We recognized it as an agricultural activity. But I do hope 
that between the Housing Agency and the Agriculture Department 
some workable plan can be devised whereby at least a modest research 
program can be carried on. I think there isa tremendous field of need 
in farm housing and that we ought to be doing something about it. 

Mr. Scorr. I think that is correct, Senator. With direction from 
this subcommittee, I would be glad to personally take an interest in 
that and talk with our research people, those in charge, and see what 
we can do. I am convinced there is need for more research. 

Senator Sparkman. As I said a minute ago, the authorization is 
carried forward in the new Housing Act that we are working on now, 
and I am of the opinion that it could be transferred by a simple ad- 
ministration action, probably through the Bureau of the Budget—I 
don’t know how that would be done—from the HHFA over to the 
Department of Agriculture. Certainly some plan could be worked 
out so that may be accomplished, and I hope that will be done. 

Mr. Scorr. I will look into that. 

One other point I would like to make: The Farmers Home Admin- 
istration, as I have indicated before, does a good job and is well 
qualified to deal with the family-size farm. The thing that has 
been noticeable to me in keeping in touch with the progress under 
title V has been the extent to which the Farmers Home Administra- 
tion gets drawn up near the towns. I feel that they have been han- 
dling such loan applications in an open-minded way and trying to be 
helpful to the people who needed rural housing, even though they 
weren’t farm people. I respectfully suggest that this subcommittee 
give further consideration to ways of trying to encourage some of 
these other housing agencies to get farther away from Main Street. 
Around these ‘rural communities there are some fine opportunities 
to soundly finance people who just have a rural residence and are 
town people, really. 

Now, Farmers Home is trying to be helpful in that regard, but I 
think by concentration on their primary job they will have their 
hands full in financing housing on the farms. There is this border- 
line that I think is to some degree falling down through the crack 
from lack of attention by urban housing authorities. 

Senator Sparkman. We have tried to reach that through section 
203(i) housing. That used to be title I, section D-2, and we trans- 
ferred it, a few years ago, over to title IT, section 203(i). That sets 
a different standard for outside the city limits, the fringe areas, and 
so forth, and I think it is applicable to the gap to which you refer. 
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May I say that I certainly have a high regard for the Farmers 
Home Administration that you represent, as I do for all of our 
agricultural agencies, and I am glad to see what I think is a very fine 
working relationship. I know it is true down my way, among all of 
the agricultural agencies, the Extension Service, the experiment sta- 
tion, the soil conservation people, Farmers Home Administration, the 
farm credit systems, all of those agencies, I think, are working 
earnestly, conscientiously, and, I am glad to say, cooperatively. And 
' I believe that with the united effort, we can reach this last field of 
great need, and that is decent, safe, and sanitary housing for our farm 
families. 

We are indebted to you gentlemen for coming before us, giving us 
valuable information. I want to express the appreciation of the com- 
mittee to each one of you. 

The committee will stand adjourned; as the hearings now are con- 
cluded on this phase of our study. 

The record will remain open until June 6. If any of you have any 
contribution to offer or any changes to make or suggestions to add, the 
record will stay open until June 6. 

Thank you very much, gentlemen. The hearing is adjourned. 

(Whereupon, at 11:40 a.m., the hearing was adjourned.) 
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Senator SparkMan. I should like to say that in talking with Farm- 
ers Home Administration people in various counties in my State, also 
with farmers who have obtained housing through this title V, I have 
found it to be a very popular program as it is. 

Mr. Scorr. It is one of the most popular we have now, Senator. 

Senator SparKMAN. I am delighted to know it, and I certainly 
hope that it can be pushed. I do want to appeal, particularly to the 
people in,the Department of Agriculture, for help in getting at least 
a modest research program activated. I would be glad to have the 
Department of Agriculture do the work. HHFA seems to think that 
is where it ought to be done. Asa matter of fact, when we wrote it 
into the Housing Act, we directed that it be done through land-grant 
colleges. We recognized it as an agricultural activity. But Ido hope 
that between the Housing Agency and the Agriculture Department 
some workable plan can be devised whereby at least a modest. research 
program can be carried on. I think there is a tremendous field of need 
in farm housing and that we ought to be doing something about it. 

Mr. Scorr. I think that is correct, Senator. With direction from 
this subcommittee, I would be glad to personally take an interest in 
that and talk with our research people, those in charge, and see what 
we can do. I am convinced there is need for more research. 

Senator Sparkman. As I said a minute ago, the authorization is 
carried forward in the new Housing Act that we are working on now, 
and I am of the opinion that it could be transferred by a simple ad- 
ministration action, probably through the Bureau of the Budget—I 
don’t know how that would be done—from the HHFA over to the 
Department of Agriculture. Certainly some plan could be worked 
out so that may be accomplished, and I hope that will be done. 

Mr. Scorr. I will look into that. 

One other point I would like to make: The Farmers Home Admin- 
istration, as I have indicated before, does a good job and is well 
qualified to deal with the family-size farm. The thing that has 
been noticeable to me in keeping-in touch with the progress under 
title V has been the extent to which the Farmers Home Administra- 
tion gets drawn up near the towns. I feel that they have been han- 
dling such loan applications in an open-minded way and trying to be 
helpful to the people who needed rural housing, even though they 
weren’t farm people. I respectfully suggest that this subcommittee 
give further consideration to ways of trying to encourage some of 
these other housing agencies to get farther away from Main Street. 
Around these rural communities there are some fine opportunities 
to soundly finance people who just have a rural residence and are 
town people, really. 

Now, Farmers Home is trying to be helpful in that regard, but I 
think by concentration on their primary job they will have their 
hands full in financing housing on the farms. There is this border- 
line that I think is to some degree falling down through the crack 
from lack of attention by urban housing authorities. 

Senator Sparkman. We have tried to reach that through section 
203(i) housing. That used to be title I, section D-2, and we trans- 
ferred it, a few years ago, over to title II, section 203(i). That sets 
a different standard for outside the city limits, the fringe areas, and 
so forth, and I think it is applicable to the gap to which you refer. 
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May I say that I certainly have a high regard for the Farmers 
Home Administration that you represent, as I do for all of our 
agricultural agencies, and I am glad to see what I think is a very fine 
working relationship. I know it is true down my way, among all of 
the agricultural agencies, the Extension Service, the experiment sta- 
tion, the soil conservation people, Farmers Home Administration, the 
farm credit systems, all of those agencies, I think, are working 
earnestly, conscientiously, and, I am glad to say, cooperatively. And 
‘I believe that with the united effort, we can reach this last field of 
great need, and that is decent, safe, and sanitary housing for our farm 
families. 

We are indebted to you gentlemen for coming before us, giving us 
valuable information. I want to express the appreciation of the com- 
mittee to each one of you. 

The committee will stand adjourned; as the hearings now are con- 
cluded on this phase of our study. 

The record will remain open until June 6. If any of you have any 
contribution to offer or any changes to make or suggestions to add, the 
record will stay open until June 6. 

Thank you very much, gentlemen. The hearing is adjourned. 

(Whereupon, at 11:40 a.m., the hearing was adjourned.) 
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LETTER OF TRANSMITTAL 


Hon. JoHN SPARKMAN, 
Chairman, Subcommittee on Housing, 
United States Senate, Washington, D.C. 


Dear SENATOR SPARKMAN: This letter transmits papers submitted 
by authors assigned specific topics for the mortgage credit study 
being conducted by the Subcommittee on Housing. 

At the direction of the subcommittee, this study is being made to 
answer the question, “Does the decade 1961-70, pose problems in 

rivate housing and mortgage markets which require Federal legis- 
ation by 1960?” 

Specific topics were assigned to individuals who are particularly 
well qualified through experience or academic training. In select- 
ing the authors every effort was made to obtain representation of any 
variance in point of view on topics being covered. The authors were 
selected from among the best available talent in private industry 
and from students and professionals in academic circles and in Gov- 
ernment agencies. 

The papers are printed as submitted, without editing except for 
numbering of tables and minor clarifying changes at the beginning of 
some papers. 

Sincerely, 


James B. Casnu, Jr. 
xm 








LETTER FROM SENATOR SPARKMAN 


Hon. J. W. Fusricut, 
Chairman, Senate Banking and Currency Committee, 
Washington, D.C. 

Deak SENATOR FutsricuT: I am transmitting the papers received 
from authors participating in the mortgage credit study which the 
Subcommittee on Housing is conducting. This study is being made 
to answer the question, “Does the decade 1961-70 pose problems in 
private housing and mortgage markets which require Federal legis- 
lation by 1960?” 

It is generally agreed that during the next 10 years our economy 
will expand far beyond today’s level. The rate of home construction, 
which oo been at a constant level for the past several years, must 
increase to meet the needs of a growing population with a rising 
standard of living. Net new family formation resulting from the 
births of the forties, the replacement of units to be demolished in order 
to carry out the national housing policy of a decent home for every 
American family, the increased mobility of American families, and 
the higher standard of living toward which we strive, will require 
more and better housing facilities in the future. 

The question of whether there will be adequate resources to take 
care of those needs should be answered. Mortgage credit is the prin- 
cipal resource problem. Although total new capital formation has 
been increasing at a constant rate during the last 10 years, the share 
going to residential mortgages varies considerably from year to year. 
It is incumbent upon committees of Congress having responsibilities 
in the housing field to seek ways for providing an adequate supply 
of home mortgage credit in the future. 

The first step in the study was to expand the basic question into an 
outline of component topics and to select qualified authors to prepare 
papers on these topics. This has been done. The next step is to dis- 
tribute the compendium of papers to participating authors, interested 
Government agencies, and to other interested persons, both public and 
private. It is planned that some time in 1959 the papers will be the 
subject of a hearing by the subcommittee. The authors will be asked 
to give an oral summary of their papers and be questioned by mem- 
bers of the subcommittee and staff. Other persons may also submit 
statements for the record at these hearings, which statements would 
comment upon or supplement data and views expressed by authors of 
the papers. 

Subsequently, the staff of the subcommittee will draft legislative 
proposals which seem to be indicated by informed opinion expressed 
in the papers and in the record of the public hearing. From this point 
on, if introduced in the Senate, these legislative proposals will be con- 
sidered in the usual way. 

Sincerely, 
JOHN SPARKMAN. 
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Study of Mortgage Credit 


I. Demand and Need Factors 


A. Changes in Inventory of Households 


GROWTH IN HOUSEHOLDS IN THE UNITED STATES, 
1960, 1965, AND 1970 


ELMER C. BRATT, Professor of Economics, Lehigh University, 
Bethlehem, Pa. 


_ This memorandum is submitted in response to the following ques- 
tions: 
What is a reasonable estimate of the net increase in nonfarm 
households which will occur in each of the years 1961-70? 
To what extent will family migration increase the demand 


for housing in localities or regions expected to receive the 
migrating families? 


At the outset, note should be taken of the fact that the growth in 
households will not represent the growth of, or total activity generated 
in, residential building. As for growth, since households are defined 
as occupied dwelling units, only a part of the increase in housing stock 
is represented. Nonhousekeeping facilities, embracing vacation and 
summer cottages, are not included. This is a type of housing facility 
which has been growing rapidly. Changes which may occur in the size 
and quality of housing units are omitted. Size and quality may be 
important, since an occupied dwelling ranges from a single room to 
an elaborate home. Additions and alterations are made without in- 
fluencing the number of occupied dwelling units. 

Families may move to hotels, institutions, or large roominghouses— 
into what is known as quasi-households—and change the demand for 
occupied dwelling units. The vacancy rate, aside from seasonal dwell- 
ings, may change and thereby influence the number of additional dwell- 
ing units required. We assume that, aside from possible migrational 
effects, the factors noted in this paragraph will not produce a signifi- 
cant influence in the next 10 years. 

Finally, housing may be replaced at a more rapid rate in the future 
than in the past because of demolitions arising from the roadbuilding 
program and because of aging of the housing stock. Replacement may 
add significantly to housing activity but, obviously, will not add to the 
housing stock. 

Clearly, growth in number of households will poorly represent ac- 
tivity in residential construction. No effort is made in this paper to 
indicate the level of total residential construction which may be ex- 
pected in future years. 
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STUDY OF MORTGAGE CREDIT 


HOUSEHOLDS AS OCCUPIED DWELLING UNITS 


The household aggregate may not represent an entirely consistent 
division of housing growth. For one thing, the demographic concept 
of households must be forced to remain equivalent to the stock of 
occupied dwellings; it is possible, for instance, that what is sociologi- 
cally a single household may temporarily reside in more than one 
dwelling unit. Probably this difficulty does not greatly distort repre- 
sentation of the growth of dwelling units. 

A more serious difficulty may be involved in the exclusion of non- 
housekeeping facilities. For instance, it appears that, to a substantial 
extent, the demand for permanent dwelling units has been greater in 
the postwar period than the increase in households because of a shift 
in residence from seasonal quarters when the available supply of per- 
manent dwellings increased. The reverse movement could oceur. If 
the location of industry should shift to built-up vacation areas, a 
significant number of vacation dwellings could become the permanent 
residences of households. 

In fact, we know that housing quarters have been provided, to an im- 
portant extent, especially for primary-individual types, by conversion 
of old mansions or other coilines to apartments. Apparently, the 
supply of such buildings for this purpose has become more limited than 
in the past.’ 

An increase in households need not necessarily require a proportion- 
ate increase in supply of dwelling units, even though we begin at a 
point when the vacancy of dwelling units used for this purpose is 
“normal.” Lacking specific information that the above factors will be 
of major importance in the next decade, we ignore them in the fol- 
lowing analysis. 

THE FORECASTING PROBLEM 


Since the problem faced is one of forecasting, it may be well to 
give brief consideration to the procedure involved. The first step in 
forecasting represents statement of the most plausible assumption 
which may be made about the changes likely to occur in the future 
in the activity in question. In the present case, a _— forecast is 


being considered. A fairly stable pattern is to be expected, with 
explicit recognition that the actual levels in any year will rise above 
or fall below the indicated figures. In other words, the levels visual- 
ized for 1960, 1965, and 1970 are not actual levels but the average 
which might be expected, taking into consideration the position in ad- 
joining years. 

The Census makes what is called projections rather than forecasts 
of the future level of households. These are founded on mechanical 
projections of the past changes in demographic relations applied to 
expected surviving population at the given dates. The rates of 
change in several past periods have been employed by the Census in 
various projections developed. Four series published in 1956, as well 
as four: new series presented for the first time in this monograph, 
are worthy of veealberetion. In the ee paper, principal atten- 
tion is given to the 1956 Series II (published August 31, 1956, in Cur- 
rent Population Reports Series P-20, No. 69). The average rates of 
change occurring in demographic relations from 1950 to 1955 are as- 
sumed to continue in this series. Some advantage might be expected 
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if the four series (A, B, C, and D) presented by the Census in the 
present monograph were employed, since more recent rates of change 
were assumed. These projections, however, do not achieve results 
materially different from those made in 1956. Furthermore, not 
enough information on types of households is available in the more 
recent projections to make effective use of them in the present paper. 

The principal purpose of the present paper is to examine the Census 
projections to determine if they are consistent with related variables 
expected in the future. Because the measurement of related variables 
is available only to a limited extent, the objective has been but par- 
tially attained. Indicating the type of relationships which are plaus- 
ible may serve a useful purpose, however, even though no firm esti- 
mates can be made, for projections of past trends are useful as fore- 
casts only to the extent that consistent relations are achieved. While 
theoretically it might appear more defensible to develop projections 
than forecasts, the extrapolations are likely to be employed as fore- 
casts if other indications of the future are not available. 


INDICATED GROWTH IN 





TOTAL HOUSEHOLDS 


Contrasting the Census Series IT projection for households with the 
Census projection II for labor force (Current Population Reports 
Series P-50, No. 69, October 1956), which projects the rate of change 
in labor participation rates observed from 1950 to 1955, it is found 
that households and labor force are assumed to grow proportionately. 
Households are projected at slightly over 70 percent of labor force 
for 1960, 1965, and 1970. This represents approximately the pres- 
ent percentage. However, there has been a steady rise in the number 
of households relative to the labor force since prewar from 62 percent 
in 1940. The change in the percentage is partly accounted for by the 
undoubling of families which has accompanied rising income and in- 
creases in available supply of housing. Undoubling has little further 
to go. The number of subfamilies living with relatives has dropped 
substantially. 

Undoubling of families, however, does not represent the only moti- 
vation for increases in household formation with the same labor force. 
Relatively large increases have been occurring in primary-individual 
households. To some extent, this represents the maintenance of 
households by oldsters withdrawn from the labor force—e. g., house- 
holds being maintained by an increasing number of persons with the 
support of more ample old-age benefits. 

The probable movement of households can be better understood if 
the aggregate is broken down into types, especially if family and in- 
dividual types are looked at separately. Husband-wife households 
represent three-fourths of the total, other primary families about 11 
percent, and primary-individual types 14 percent. The primary-in- 
dividual types are rising faster than family, and will come to about 
17 percent in 1970 according to the Census Series II projection. The 
rise is particularly marked in females setting up individual house- 
holds. These increased a third between 1950 and 1955, 15 percent 
from 1955 to 1958, and are marked to increase 23 and 21 percent, re- 
spectively, from 1960 to 1965 and 1965 to 1970 by the Census Series IT 
projection. This projection indicates an increase of 90 percent from 
1955 to 1970, compared with 27 percent for total households. 
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It will be helpful to make separate examinations of different types 
of households because of the divergent forces responsible for growth. 
In this analysis we cannot go as far as we would wish because of in- 
sufficiency of relevant information, but making the examination will 
add perspective to visualization founded merely on projection of rates 
of change occurring during particular periods in the past. 


HUSBAND-WIFE HOUSEHOLDS 


Husband-wife households obviously depend on the number of 
married couples. Since prewar, these households have increased more 
rapidly than the number of married couples because of undoubling. 
At present, they represent about 97 percent of married couples and are 
orojected to rise to nearly 98 percent in 1965 and 1970 by the Census 
Series II. Since some doubling of families always will occur, this 
must represent a near-maximum percentage. If a tendency should 
arise for old couples to move into quasi-households, the percentage 
might actually fall. With no satisfactory evidence on that question, 
we may accept the Census projection as plausible. 

Question might be raised as to the projection of married couples. 
This depends on mortality rates assumed and the marriage rate. The 
median age of women at first marriage declined about a year from 
1940 to 1950, and has remained approximately constant since. The 
Census projections assume approximate maintenance of the 1950 me- 
dian age of slightly over 20 to the year 1970. No obvious basis is 
apparent for questioning the Census estimates of mortality and mar- 
riage age. We therefore accept the Census Series II projections of 
husband-wife families as reasonably plausible (in millions) :. 1960, 
38.5 ; 1965, 41.1; 1970, 44.4. 


OTHER MALE HEAD AND FEMALE HEAD PRIMARY FAMILIES 


Principal factors which limit the growth of these groups are re- 
marriage which shift the families into the husband-wife category and 
the extent to which the families involved double up with others. The 
Census Series II projection indicates no growth in other male-head 
families because of high remarriage rates and relatively high male 
mortality rates in the relevant age groups. After 1960, the female- 
head families are projected to rise more slowly than husband-wife 
families. 

These groups, doubled up with other families—subfamilies and 
secondary families—are assumed to grow at about the same rate as the 
primary families of these types; for Census Series II projection the 
subfamilies and secondary families represent 14 percent in 1970, the 
same as in 1955. It is true that this percentage has remained approxi- 
mately constant since 1940. About a million families are involved 
from 1960 to 1970. The actual number now is about 800,000, approxi- 
mately the same as in 1940. We tentatively assume that about 700,000 
would be a more appropriate estimate in 1970 if recognition is given 
to rising standards of living to be expected at growth levels. This 


would add 300,000 to the primary-family household estimate for that 
year. 
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A useful check is obtained by comparing the total of primary- 
family households, including husband-wife, with total families, 
including subfamilies and secondary families. The fact is that, 
because of the remarriage factor, total primary families are as homo- 
geneous as the divisional groups. Using the Census Series [f pro- 
jection, the percentage remains at the present level of 9514 percent in 
1960 and rises to 96 in 1965 and 1970. If we make the shift of 300,000 
to prim: iry-family households in 1970, as indicated in the above para- 
graph, the percent: ige becomes 9614, 

The Census Series I, III, and IV are founded on different rate-of- 
change assumptions. For I, 80 percent of the rates of change from 
1947 to 1955 are projected; for III, half of the rates of change from 
1950 to 1955; and for LV the aver: ige levels in 1955 are projected 
horizontally. The resultant projected increases from 1955 to 1970 
for primary-family households vary from 19 to 23 percent. For I, 
the projected increase is 23 percent; for II, 21 percent; for III, 20 
percent; and for IV, 19 percent. We do not believe this to be a very 
helpful statement, but we present it to indicate what the Census is 
making available to the user when these rather technical projections 
are produced. Each of the other three projections could be compared 
with number of families, etc., as is done for series II, above. The 
conclusions would be much the same, however, for the particular 
rate-of-change base is not the major factor in that comparison. If 
Series II is ‘adjusted by reducing the number of doubled-up other- 
male-head and female-head families by 300,000 in 1970, as suggested 
above, the increase from 1955 to 1970 becomes 22 percent. 

Information on the number of primary-family households obtained 
in Census Series B projection, presented ‘elsewhere in this monograph, 
is available to us. This series produces a projection of 25 percent from 
1955 to 1970. The assumption involved is that one-half of the rate 
of change from 1950 to 1956-58 will continue to 1965, and one-fourth 
from 1965 to 1970. It is possible that an improved assumption has 
been obtained when the base period from which the projected rates 
of change are taken ends with an average of 3 years instead of a single 
one. Comparisons, however, are not available with ecntrasting meas- 
ures, such as number of families, for, presumably, compar: able pro- 
jections should be modified in using the new projections. Without 
such comparisons, the new projection is difficult for us to judge. 


PRIMARY-INDIVIDUAL HOUSEHOLDS 


Unrelated individuals, persons not living with any relatives, have 
formed their own households to an increasing extent. Only slightly 
more than a third of such individuals were in their own households 
in 1940, while nearly two-thirds are now. According to Census Series 
I, three-fourths will be in their own households by 1970, but this 
is not further increased by 1975. No doubt, there is some upper limit 
to the proportion of unrelated individuals who will live in their own 
households. Most importantly, this depends upon the distribution of 
unrelated individuals, for their situations differ greatly. Some female 
servants may be expected to continue to live in ‘the employers’ house- 
holds, and so, also, some male hired hands. It would help to be able 
to segregate these parts of the unrelated-individuals total, but we 
have not been able to do that effectively. 

41549—59 31 
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Widows have come to live by themselves to an increasingly extent 
because of more ample social security and other old-age benefit plans. 
It is no doubt true that all unrelated individuals who are similarly 
independent financially would not choose to live in their own house- 
hold, but there is no good answer at the present time as to what pro- 
portion would choose to do so. Furthermore, there is no good answer 
as to what proportion are “financially independent,” i. e., are well 
enough to do that they could maintain their own households if they 
wished to. Also, it would be helpful to know the proportion of un- 
related individuals who fall in the lodger category. How many of 
these would form their own households if able to do so? 

A second factor which may or may not be important in determining 
the number of primary-individual households is the size of the house- 
hold. All we have to go on now is the rather poorly supported gen- 
eralization that 4 out of 5 primary-individual households are 1-person 
households. To make an intelligent forecast it is important to know 
what changes have been occurring in the size of these households and 
the factors which are responsible for the changes if any have been oc- 
curring. 

Unrelated males have behaved very differently from unrelated fe- 
males. The male total was greater in 1940, but has fallen below the 
female total, presumably largely due to the greater tendency of males 
to remarry, the marrying of younger spouses and to the higher mor- 
tality of males, There are, however, fundamental differences between 
the makeup of unrelated individuals in the male and female cate- 
gories which we poorly understand. The proportion of females in 
independent households was larger than for males even in 1940 and 
now represents three-quarter contrasting with only half of males. A 
crying need exists for examining the different makeup of these groups 
but we have been unable to do this satisfactorily because of insuf- 
ficient information and because of limited time. 

Information available to us shows that, in the new Census Series B 
projection for 1970, female-primary-individual households comprise 
over 80 percent of female unrelated individuals, while male-primary- 
individual households comprises less than 60 percent. Without satis- 
factory information on the makeup of these unrelated individual 
groups it is difficult or impossible to make meaningful interpretations 
of these percentages. 

With no useful guides to the contrary, we accept the Census pro- 
portion of about three-quarters of unrelated individuals comprising 
primary-individual households for the purpose of a tentative fore- 
cast presented here. Nevertheless, serious question must be raised 
as to the level of the Census projections of number of unrelated in- 
dividuals. 

The number of unrelated individuals might conceivably be aug- 
mented substantially by related individuals leaving households headed 
by others. Using the Census projections of secondary individuals, a 
large number of related individuals over 18 years of age other than 
spouses of the family head are projected to remain within the pri- 
mary-family-household groups. This comes to over 17 million in 
1960, about 19 million in 1965 and over 21 million in 1970. A sub- 
stantial proportion of these individuals are under 25 years of age. 
About 10 million are 25 years and over in 1960 and about 9 million in 
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1970. Under 25 years the individuals involved are predominantly 
male, but at 25 or over there is about an equal division between the 
sexes, 

We may conservatively make the tentative estimate for our forecast 
that none of the individuals aged 18 to 24 will become unrelated in- 
dividuals and that 10 percent of those 25 years of age and over will 
by 1970. Obviously, owe is no precise justification for this estimate. 
The fact is, however, that, with rising living standards, some of these 
individuals will probably move off into their own households. We 
estimate that all of the 10 percent will come into the primary indi- 
vidual-household group and that none of them will become secondary 
individuals. We assume that the proportionate splintering will be 
21% percent for 1960 and 5 percent for 1965. In summary, this pro- 
cedure will add 900,000 to the household estimate in 1970. 


TENTATIVE FORECAST 


To provide a basis for discussion, we make a forecast starting with 
the Census Series II projection. For primary-family households we 
add to the projection on the assumption that doubled-up, other-male- 
head and female-head families will not increase above the approxi- 
mate present level of 800,000, but on the contrary will decline to 750,000 
by 1965 and to 700,000 by 1970. We add to the primary-individual 
households on the assumption that a small proportion of the related 
individuals in family groups will splinter off into the unrelated in- 
dividual category. For this purpose we take 214 percent in 1960, 5 
percent in 1965 and 10 percent in 1970 of the family members other 
than heads or spouses 25 years of age and over as the proportions 
which will join the unrelated-individual group. On the basis of these 
assumptions the following figures are obtained (in millions) : 


TABLE 1.—Primary families, primary individuals, and households in United 
States, 1955-70 





| Primary | Primary Add from | Total 
Year | families individuals family groups) house- 
(from census) holds 





OOS ina pain ticle bit ais Eh ie ta ce: peeaeeey 41.7 Gok tiene 47. 


ee 8 
eae ae Re ee } 43.4 Fo ich ke madi 50.4 
ge red RS 53 oe ee eo ee a eee 44.5 7.3 0.2 52.0 
et A BE 47.2 8.6 56.3 
nee ee eee ee ee. Sa ai" 50.9 10. 2 4 62.0 













COST OR PRICE OF HOUSING 


We have made no assumptions about change in housing prices, except 
that the effect produced will be neutral or slightly expansionary. It 
is possible that large increases or large decreases in housing prices 
would have a substantial influence on the future formation of house- 
holds. Past information on housing prices is not too effective because 
it does not well indicate the influence of whatever technological im- 
provements may have taken place in house building. If there is any 
reduction in housing prices relative to overall consumer prices it will 
arise in improvements in building which increase productivity of the 


8 STUDY OF MORTGAGE CREDIT 


operation. There is reasonable promise that a mild influence from 
this source may arise by 1970. 


NONFARM HOUSEHOLDS 


The above estimates apply to total households. The basic estimate 
is most simply made in this way because it is fundamentally dependent 
upon demographic figures. It is generally believed that the number 
of farm households will continue to decline. Convincing evidence in 
this respect.iS provided by known increase in the size of farms. Har- 
vested acres per worker rose from 35 to more than 45 from 1940 to 
1950, the rise is continuing and increased mechanization of farms lends 
evidence that the trend will continue in the future. According to 
Census estimates the number of farm households declined about 20 
percent from 1940 to 1955. 

The Census estimates appearing in this monograph and which indi- 
cate that the number of farm households will decline by about 900,000 
from 1960 to 1970 appear plausible. This would mean that nonfarm 
households will rise by nearly a million more than the figures shown 
above, or in the order of 11 million for the decade. 


BROAD MIGRATIONAL EFFECT 


The sweeping shift of households away from the farm may leave 
vacant farm houses and thereby actually add to the total number of 
housing units needed. This has been, and probably will be, partly 
offset by the physical movement of houses from farms to towns. 

No broad geographical region is likely to experience a substantial 
reduction in total number of households, and thereby little or no 
increase in aggregate housing is likely to be required because of this 
type of redistribution. 

The regional requirement for new households will be closely related 
to the regional distribution of population added. Actually, ‘the rela- 
tion is closer to primary-family than to primary- individual house- 
holds, but separate analysis w ould require much more study than we 
have given the subject. ‘The migrational effect no doubt has a greater 
impact on increase in households than natural population increase 
does, but we have considered net migration only in marginal cases. 

The regional population increases of persons 18 years or older from 
1955 to 1970 shown by the Census Series I and Series IV estimates 
(Current Population Reports Series P-25, No. 160, August 9, 1957 
were employed. Where substantial differences in the projec tions ap- 
peared, the net migration influence was reexamined (especially for the 
East South Central). The percentages were rounded and applied to 
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the increase in nonfarm households (assuming a decrease in farm 
households of about 460,000 from 1955 to 1960) : 


TABLE 2.—Increase in population 18 years and over and increase in households 
for geographic areas, 1955-70 





Percent of Increase in 

Region total popula-} households 
tion increase | (in millions) 

18 and over 





a a a a 3 0.5 
RI See ee sak pier asnehamme edne 15 2.4 
IE a I oo Taub bcsbe ae caeaeehenebstaheeened | 23 3.6 
og 8 Nn birdies mumiainananesainuie | 4 0.6 
OL SRN 6 oon ccpcatinniauuwencaabbuciieencnicseeEeemeanbensoetenuamen | 17 2.7 
I ea Sh aie Sdioa 2 0.3 
Sn coin evneiguineanin eee ar ee 8 Le 
PG icdbupbeidcntcpbadnndiducknbals>taesetuueedolacks dish daethanducccet! 6 0.9 
a al tele ae aaa a 22 | 3.4 

Ra aa aia pena aENI 100 15.6 


These crude estimates are put on a nonfarm basis because geographi- 
cal redistribution over broad geographical areas is principally a non- 
farm problem. Within some of these areas there will be a greater 
migration from farms than from others. 


RECOMMENDATION 


This paper is presented not to provide definitive forecasts, but as a 
plea for the provision and use of essential information in judging the 
validity of projections. If a preliminary indication of the required 
information has been provided we believe it will serve a useful purpose. 
Time projections from indicated rates of change in relevant demo- 
graphic variables at a given base period provides the ordinary user 
little insight into why he should or should not expect an outturn com- 
mensurate with stated projections. 

Lest some one take our illustrative forecasts seriously, in spite of 
repeated warnings, we should reemphasize that they apply to trend 
developments—the level of growth at “full employment”—and not to 
actual expectations in given years. This limitation means merely 
that the average condition over a period of say 3 years at the specified 
time can be expected to be better represented than actual conditions. 





PROJECTION OF NUMBER OF HOUSEHOLDS 1961-70 
Department of Commerce, Bureau of the Census 


The following is submitted with reference to this question : 


What is a reasonable estimate of the net increase in nonfarm 
households which will occur in each of the years 1959-70 ? 


TABLE 3.—Projections of the number of households, for the United States, farm 
and nonfarm: 1959-70 


{Numbers in thousands] 





| 
Number of households | | Number of households 
Yearand |_ Year and 


residence | l l || residence | | ae me 
| Series A | Series B Series C | Series D ‘ s A | Series B | Series C | Series D 


| | | ain | 


| Nonfarm— 
51,607 | 51,280 51,124 50, 967 Continued | | 
52, 425 | 


| 
51, 614 51, 350 | 1966.....| 53,565 | 52,181 | , 376 | 
53,088 | 52, 52, 096 51, 769 1967....-| 54, 726 53, 265 


55,275 | 54,227 
56,483 | 55, 224 
57,517 | 56, 

58,477 | 56, 966 
59,550 | 57,960 


53, 683 53, 149 || 1969. | 57,13 55, 513 | 
54, 561 53, 912 || 1970 | 8, 3e 56, 634 
55, 311 54,565 || Farm: 

56, 087 55, 318 | 1959_.._- 5, 5, 436 
56, 954 56, 160 1960 t | 5,343 
60,810 | 59, 127 57,973 | 57,148 ‘ ,256 | 5,190 
61, 837 60, 58, 803 57, 954 Bs ‘ 5, 112 
62, 933 61, 094 59, 689 58, 814 | J 5, 043 


2 


54, 093 | ae 52, 826 52, 403 1968 h, 06 54, 515 | 
' 


46,137 | 45,844 | 45,705 45, 564 5 ; 4, 87 

47,025 | 46,534 | 46,298 46, 061 |) a > 4, 785 
47,832 | 47,234 | 46,938 46, 644 || 57 ; 4, 695 
48,141 | 47,755 | © 47,372 || , 4, 612 
49,184 | 48, 690 48, 206 4, 566 





50,254 | 49, 651 49, 060 4, 460 | 
52,513 | 51,197 | 50, 499 49, 818 | 
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METHOD OF PROJECTING NUMBER OF HOUSEHOLDS 


Population base.—Series II of the recently revised population projections (Cur- 
rent Population Reports, Series P-25, No. 187) was used as a framework in con- 
structing each of the four series of household projections. The estimated number 
of households for 1956-58 based on the Current Population Survey was used as the 
base for projections. 

Projections of marital status.—The first step was to project four series of per- 
centage distributions for each sex by 5-year age groups, showing the proportion in 
each of three categories: “never married,” “married, spouse present,” and “other 
marital status.” It was assumed in each series that the proportion “married, 
oo present,” among ever-married persons would not change from the level of 
1956-58. 

Projections of household heads.—The next step was to project the proportion of 
persons in each age group who were heads of households, treating separately 
men who were “married, spouse present,” “other men,” and women who were not . 
“married, spouse present.” 

The main assumptions adopted in making the projections of household heads 
were as follows: 

Series A: The average annual change from 1950 to 1956-58 in the pro- 
portion of persons who were heads of households was assumed to continue 
to 1965. One-half of this annual average change was assumed to continue 
from 1965 to 1970. 


10 





STUDY OF MORTGAGE CREDIT 1l 


Series B: One-half the average annual change from 1950 to 1956-58 was 
assumed to continue to 1965. One quarter of this average annual change was 
assumed to continue from 1965 to 1970. 

Series C: One-quarter the average annual change from 1950 to 1956-58 
was assumed to continue to 1965. It was assumed that no change would 
occur thereafter. 

Series D: The proportion of persons who were heads of households in 
1956-58 was assumed to continue until 1970. In view of recent changes, 
this is a conservative assumption. 

Interpolation for intervening years.—The household projections were made 
initially for 1960, 1965, and 1970 (as of July 1). The number of households for 
intervening years was estimated by interpolation, on the assumption that the 
year-to-year growth in number of households would follow the same pattern as 
the growth in the number of men who were in the principal ages at first marriage 
(age 20 to 24). 

Projections of farm and nonfarm households.—It was assumed that the number 
of farm (actually rural-farm) households will decline by the same proportion dur- 
ing the 1950’s and during the 1960’s as during the 1940’s. The number of nonfarm 
(actually urban and rural-nonfarm) households was then obtained by subtrac- 
tion. In using the projected farm and nonfarm figures, it should be kept in mind 
that the questions on farm residence in the 1960 census will probably differ 
significantly from those used in the 1950 and 1940 censuses. 





FAMILY INCOME AND BUYING POWER? 


Department of Commerce, Office of Business Economics 


This mefhorandum is submitted with reference to the following 
question : 


What is a reasonable estimate of the distribution by income 
levels of the total number of nonfarm households expected 
to exist in each of the years 1960, 1965, and 1970? 


High levels of productive activity during the postwar period have 
given a substantial lift to the flow of incomes to consumers. In turn, 
the buying power thus generated has stimulated the demand for the 
goods and services turned out by the productive establishments of 
the Nation. This stimulus has been exerted directly through a broad 
and active market for consumption goods, and indirectly through 
the investment market, which has absorbed a record volume of capital 
goods and inventories to facilitate the enlarged flow of consumption. 

The broad dynamics of these mutually interacting events have been 
outlined in chapter 1, and chapter 2 has dealt with regional aspects. 
We shall now examine the size structure of consumer incomes and 
buying power, since this is a particularly important link in the com- 
plete chain of developments. 

The current average income of American families and single con- 
sumers is high—it was more than $6,000 in 1957. This average sum- 
marizes a distribution which shows prosperity to be widely diffused 
among the more than 50 million consumer units that comprise the 
Nation. Moreover, we are not dealing here with a static record. 
With only minor interruptions, American families have risen on the 
income scale during the postwar period, and have provided an expand- 
ing mass market for relatively expensive types of consumption goods 
and services. This market is a unique characteristic of the United 
States economy. 

These major conclusions are drawn from OBE’s estimates of the 
size distribution of family incomes, which also provide detailed docu- 
mentation to support them, as well as the qualifications that neces- 
sarily go with broad generalizations of this type. 

These estimates provide cross-section views of the distribution of 
before-tax income by size of income and of the number of families 
and single consumers in each income bracket. They also furnish 
information on income taxes paid by the various income groups and 
of the distribution of income after such taxes. The latter are a close 
approximation to a distribution on a disposable-income basis. Sepa- . 
rate data are also given on the before-tax distribution of incomes of 
nonfarm families, farm families, and single consumers. This in- 


2 Except for the concluding section, the material submitted herewith is the same as that 
contained in ch. 3 of the forthcoming Office of Business Economics Publication, entitled 
“U. S. Income and Output,” now in press. 
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formation on taxes and on major consumer groups makes possible a 
more precise interpretation of the broad conclusions relating to the 
level and distribution of family incomes. 

The key series have been prepared in current dollars for selected 
years covering the war and postwar periods, and supplementary esti- 
mates adjusted for price changes have also been made. These time 
series show the upward shift of consumer incomes in terms of current 
dollars, and permit separation of the price and real volume factors 
that have contributed to this shift. 

Finally, special estimates of the size distribution of income for the 
year 1929 have been prepared. ‘These put into historical perspective 
the rise along the real income scale and the broadening of the pros- 
perous middle-income markets which it entailed. 


A CROSS-SECTION VIEW OF FAMILY INCOMES 


The 1957 distribution of families and their incomes along the income 
scale is shown in figure 1 (and in table 9). The largest proportion 
of families—one-fourth of the total—was in the income range between 
$4, 000 and $6,000. This bracket included the median family income 
of $5,060; one-half of the families had incomes below this amount and 
one-half had incomes above it. About two-fifths of families and single 
consumers were in the two adjacent income brackets, $2,000 to $4,01 00, 
and $6,000 to $8,000. The latter bracket included the mean family 
income of $6,130. 

Fourteen percent of the total—comprising in large part single indi- 
viduals and farm operator families—received incomes of less than 
$2,000. The remaining 20 percent had incomes above $8,000, with the 
proportions decreasing rapidly in the top-income brackets. 

The distribution of income was pitched higher on the income scale 
than the distribution of consumer units. In the chart this is particu- 
larly visible in income brackets above $8,000, which iaabeais much 
larger proportions of aggregate income than of consumer units, and 
in brackets below $4,000 for which the reverse is true. 


IMPACT OF TAXES 


Because of taxation, the distribution of current buying power dif- 
fers from that of before-tax incomes. Table 10 summarizes salient fea- 
tures of the Federal individual income tax, which was the most impor- 
tant factor in this connection. 

In 1956, the latest year for which tax distribution estimates could 
be prepared, Federal individual income-tax liabilities totaled about 
$32 billion. (Capital gains taxes are excluded from this total because 
the gains themselves are not part of personal income.) This repre- 
sented an average tax of about $600 per family and unattached indi- 
vidual. State and local income taxes, which are not examined here, 
would have added only $30 to this average. 

A larger than proportionate share of the Federal income tax was 
paid by the high-income recipients. Effective tax rates (tax liability 
expressed as a “percent of total before-tax personal income) increased 
from a negligible proportion in the low brackets to 21 percent in the 
$15,000 and over group. 
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FIGURE 1 
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The graduation of the Federal income tax is most substantial in 
the $15,000 and over range, which is not broken down further for 1956 
because of lack of detailed information. Units in the higher part of 
this range are subject to tax rates that are much heavier than the 
average for the group. 

Personal income, it should be noted, includes nontaxable items, such 
as certain types of income in kind and transfer payments; and all 
taxable forms of personal income are not fully reported on income 
tax returns. Thus, the effective rates on personal income are some- 
what lower than those derivable from tax data. 

Moreover, because the rates shown in table 10 are averages on total 
income before deductions and exemptions, they are substantially lower 
than the marginal rates, implicit in these averages, to which increments 
of income are subject. 

Finally, effective rates for given income brackets represent averages 
on the incomes of families differing widely with respect to composi- 
tion and size and hence with respect to tax liability. 

Reflecting the impact of the Federal income tax, after-tax family 
income was 10 percent less than before-tax income, and its distribu- 
tion differed noticeably from that of the before-tax aggregate. As can 
be seen from the accompanying tabulation, families with before-tax 
incomes below $6,000 in 1956 received 37 percent of the income total; 
those above $6,000, 63 percent of it. In terms of after-tax incomes— 
a closer approximation to consumer purchasing power—45 percent 
of the national total was accounted for by consumer units with less 
than $6,000, and 55 percent by units with more than that sum. 


TaBLE 4.—Distribution of family income, before and after Federal income taa, 
1956 
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1 Represents income brackets before tax for the 1st column, and after tax for the second. 


The contrast was particularly pronounced in the top ranges. Thus, 
in terms of before-tax income, families with $15,000 and over received 
17 percent of the national total; those that remained in this income 
bracket after paying their income taxes accounted for only 12 per- 


cent of the national market in terms of after-tax purchasing power. 


INCOME OF CONSUMER GROUPS 







Additional features of the income structure of consumer markets 
are revealed by distinguishing among three broad groups of consumer 
units. The largest of these—nonfarm families—covers all units of 
two or more related persons other than the farm group. Numbering 
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3814 million in 1956, nonfarm families accounted for 73 percent of all 
consumer units. Farm operator families—those operating farms 
whether tenant or owner operators—totaled 5 million, or 9 percent. 
Included in this group are full-time farmers as well as families whose 
farming operations represent only secondary pursuits. 

The third group of 914 million unattached individuals, 18 percent 
of the total, consists of persons other than institutional residents not 
living with relatives. Included are persons living alone (or with non- 
related persons) in their own house or apartment, as well as lodgers 
and servants in private homes, lodging houses, and _ hotels. 

The highest average income is found in the nonfarm family group. 
In 1956 personal income averaged $6,920 for these families, as com- 
pared with $4,035 for the farm-operator group (including their in- 
come from nonfarm as well as farm sources). The comparable aver- 
age for unattached individuals was $2,800. 

* Reflec ting this range in average income, there were substantial dif- 
ferences in the distributions by income brackets of the three groups 
of consumer units. As table 15 indicates, farm operator families and, 
in particular, unattached individuals, are much more heavily con- 
centrated in the lower ranges of the income scale than nonfarm 
families. In 1956, for example, 43 percent of unattached individuals 
and 30 percent of farm operator families received personal incomes 
of less than $2,000, as compared with only 5 percent of nonfarm 
families. Also, only some 10 percent of the individuals and 25 per- 
cent of the farm group are estimated to have had incomes above $5,000, 
compared with over 60 percent of nonfarm families. 

In an interpretation of the income distribution of the farm operator 
group, attention is called to the significant element of imputed'income 
from food and housing that is included. Food produced and con- 
sumed by farm families is valued at farm prices, although for some 
purposes a retail valuation might be more appropriate. Valuation 
of imputed income at retail prices would decrease somewhat the pro- 
portions of farm operator families in the low-income brackets. 

More broadly, the basic differences in the mode of ‘living make 
meaningful income comparisons between farm and nonfarm families 
very difficult. In spite of the imputation of key items, many forms of 
income and production that arise within households escape measure- 
ment although similar items are taken into account if they are part of 
a market economy. Items thus omitted are relatively more important 
for farm than for urban families. 

Also, the greater complexity of urban life calls for many unavoid- 
able expenditures i in the course of earning one’s living which have no 
counterpart in the rural economy. On “the other hand, the urban 
population has access to many types of consumption goods and services 
which are not easily available to farm families. For these and other 
reasons it is not possible to measure with any degree of precision dif- 
ferences in the level of living for farm and urban families. The con- 
clusion that is most usually drawn, however, is that comparisons based 
upon the present income definitions tend to overstate the economic 
status of nonfarm families relative to that of farm families. 

In connection with the large proportion of unattached individuals 
in the low income brackets, note should be taken of the understatement 
of actual economic status that occurs for consumer units that were in 
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existence for only part of the year and are listed at their part-year 
incomes. This type of downward bias in the income distributions 
affects multiperson family units also, but is believed to be relatively 
more important for unattached individuals. 

More generally, it should be noted that even full-period low incomes 
in a particular year do not invariably signify inadequate levels of 
living. Living status is affected also by such factors as incomes earned 
in adjacent years by the same family unit, family requirements which 

vary with the size and composition of the unit, and the amount of 
capital resources available for supplementing current income receipts. 


SOURCE PATTERNS 


The income structure of the large nonfarm family group is examined 
further in table 11 which shows striking differences in the distribution 
of major types of income among family income brackets. Dividends 
and business income are concentrated most heav ily in the income 
range above $10,000, wages and salaries in the middle income range 
between $4,000 and $10 ,000, and transfer payments in the range below 
$4,000. The high proportion of transfers flowing to families in low 
income brackets reflects the concentration in those brackets of aged 
couples living on pensions or old-age benefits and of families 
dependent on public assistance. 

The figures are rearranged in the lower bank of table 11 to show the 
relative importance of the various types of income in the family income 
total for each income bracket. Wages and salaries represent the major 
income source in all income ranges, “but they make a relatively smaller 
contribution to the income total in low and high family income 
brackets than in the middle income ranges. In the brackets between 
$4,000 and $10,000 wages and salaries comprised over four-fifths of 
total income in 1955; below $4,000 and above $10,000 they represented 
only three-fifths of the total. 

Transfer payments were the most important supplementary income 
source below $4,000, accounting for one-fourth of total family income 
in that range. Business and professional incomes, and the various 
items of pr operty income, W ere relatively most significant in the range 
above $10,000, each comprising one-fifth of the total in that bracket. 


POSTWAR RISE IN FAMILY INCOME 


The recent distribution of family income is the result of a 
process of growth that has characterized most of the postwar 
passed. Total family income rose from $185 billion in 1947 to $328 

illion 10 years later. With the number of families and single con- 
sumers increasing from 45 million to 534 million over the same period, 
average before- tax income advanced, with only minor interruptions, 
from $4, 130 in 1947 to $6,130 in 1957 (table 12). Income taxes ac- 
counted for about one-tenth of family income in most of these years. 

Part of the income rise reflected the upward movement of prices. 
But there also occurred a substantial increase in real incomes. In 
terms of 1957 dollars, before-tax incomes averaged $1,000 higher in 
1957 than 10 years earlier (see fig. 2); on an after-tax basis the in- 
crease was almost $900. These real increases represented an annual 
average rate of growth of 134 percent. 
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FIGURE 2 


Expansion of Average Family Personal Income 
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The postwar rate of growth has been somewhat higher than the 
long-term rate found for the entire period from 1929 to date. For 
before-tax incomes, the 1929-57 growth was 11% percent per year, and 
for after-tax incomes it averaged 114 percent. -The rise in income 
taxes that made for the lesser growth in after-tax incomes occurred 
mainly during World War II; in spite of some reductions in the post- 
war period, tax rates did not revert to their prewar levels as Federal 
expenditures remained relatively high. 

As has been noted in connection with the discussion of the real 
gross national product, the high postwar rates of growth cannot be 
taken as evidence of a change in long-term trend. The retardation 
of normal economic development during the depression of the 1930's, 
and the pent-up demands that became effective after World War II, 
are important factors which may account for the differential rates of 
growth. 

UPWARD INCOME SHIFT 


The rise in average family income over the 1947 to 1957 decade 
was reflected in a marked upward shift of families along the income 
scale. This is illustrated in figure 3 which compares the income dis- 
tribution of consumer units in current dollars for 1947 and 1957. 
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Ficure 3 


Changes in Family Income: Distribution 
There was a marked upward shift of family incomes from 1947 to 1957 
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The chart shows a broad shift of the income distribution curve 
from the range below $4,000 on the left-hand side of the diagram to 
the higher income bands on the right-hand side. Reflecting expan- 
sion is economic activity, the rise in prices, and the increase in the 
total number of Sceieehie families with current-dollar incomes 
above $4,000 more than doubled between 1947 and 1957. In the 
earlier year there were some 1614 million consumer units in the range 
above $4,000; their number increased to 34 million last year. In 
contrast, units with incomes below $4,000 declined from 28 million 
in 1947 to 1914 million in 1957. In percentage terms, families and 
unattached individuals with income above $4,000 accounted for 37 
percent of the total number in 1947 and 63 percent in 1957. (See 
table 9.) 

The broad shift of families from income brackets below $4,000 to 
higher income ranges is mirrored in the distribution of their total 
income. In 1957 the 34 million consumer units that had incomes of 
more than $4,000 received about $280 billion of total income. This 
contrasted with $120 billion in that range received by 1614 million 
consumers in 1947. 

Incomes of all three major component groups of consumer units did 
not increase proportionately over the postwar decade, and the relative 
importance of the groups in the total population also changed. Asa 


result, the consumer composition of the various broad income ranges 
in recent years has differed substantially from that in 1947. 
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The total number of farm-operator families decreased by almost 
1 million during this period, while nonfarm families and individuals 
increased by about 9 million. Over the decade the aver age income of 
the farm group—including their off-farm income as well as _ net 
amounts earned from farming operations—increased relatively less 
than that of nonfarm consumer units. 

Reflecting these differential changes, farm-operator families ac- 
counted for a smaller fraction of the consumer units in the upper- 
income ranges in 1956 than in 1947. For example, in the income range 
above $4, (00; farm- -operator families comprised 5 percent of the total 
in 1956, as compared with over 10 percent in 1947. 

Within lower income brackets farm-operator families accounted for 
about the same proportion of the total in both years. This stability 
stemmed from the fact that the decline in the total number of farm 
families was offset by a relatively larger concentration of them in the 
low-income range. In interpreting these figures, it should be recalled 
that farm incomes were unusually high in the immediate postwar 
years. 

Unattached individuals predominated in the lower income brackets 
in both 1947 and 1956. However, the relative importance of these 
individuals within successive income brackets up to about $5,000 was 
much larger in 1956 than in 1947. In the earlier year they comprised 
one-third of all consumers in the $1,000 to $2,000 income bracket, and 
one-fifth of those in the $2,000 to $3,000 bracket ; 10 years later the 
corresponding proportions were almost one-half and one-third, 
respectively. 

This change in the composition of the low-income range reflected 
in part the slightly larger proportion that unattached individuals com- 
prised of the total population in 1956 than in 1947. But the main rea- 
son for the change was the upward shift in incomes that took place over 
the decade. During a period in which ——. dollar. incomes in- 
creased on the average by almost one-half and relative income changes 
within the nonfarm sector were small, the composition of given income 
brackets that prevailed in the beginning of the period can be expected 
to shift to income brackets about 50 pere sent higher. 


REAL INCOME RISE 


For many purposes it is of interest to examine the changes in income 
size distribution that have taken place after the effect of the price rise 
has been eliminated, that is, to determine changes in the size dis- 
tribution of réal incomes. These can be derived only in rough fashion 
because separate indexes applicable to the various income brackets 
are not available. It is, therefore, necessary to use the same index 
throughout the income range even though all brackets may not have 
been affected by the price rise in the same way. Moreover, available 
price indexes which refer to consumer expenditures for goods and 
services must be applied to income totals that include income taxes 
and saving as well as outlays for consumption. 

In table 13 an approximate conversion of the 1947 current-dollar 
distribution of families and unattached individuals into 1957 
dollars has been made by applying to that distribution the price 
index used in deflating the personal consumption expenditure com- 
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ponent of gross national product. Differences between these 1947 
deflated figures and the income distribution for 1957 reflect-—approxi- 
mately—the shifts that have taken place in real (constant- dollar) 
family incomes. 

The upward shift of families into brackets above $4,000 that was 
noted earlier in the current-dollar series appears also, though sub- 
stantially dampened, in the constant-dollar figures. The number of 
consumer units with real (1957-dollar) incomes over $4,000 increased 
from 23 million in 1947 to the 34 million already cited for 1957. In 
the current-dollar series the number in this range more than doubled. 
Similarly, compared with 1114 million or 26 percent of families and 
unattached individuals with real incomes above $6,000 in 1947, there 
were 20 million, or 3814 percent, in that range in 1957. Consumer units 
with real incomes above $10,000 increased in number from 314 million 
in 1947 to more than 6 million last year. 


RELATIVE SHARES 


Another view of income and purchasing power is provided in table 
14, which is designed to show the income position of the Nation’s fam- 
ilies relative to each other. Consumer units have been ranked by size 
of their income and divided into five groups of equal number. The 

table shows the percentage share of total income received by each 
group, and by the top 5 percent of consumers, in 1947 and 1956. 

The most striking feature of this table is the stability in income 
shares which it displays. In spite of the marked upward shift of con- 
sumer units on the absolute income scale that has reflected both real 
growth and inflation, and in spite of all the other changes that have 
occurred in the American economy during the postwar years, the rela- 
tive share of the various broad income groups in the total consumer 
market was much the same in 1956 as it had been in 1947. Moreover, 

the stability has held for all the years for which data are available— 
1947 and 1950-57—including, it may be noted, the recession year 
1954. 

As compared with 1947, only fractional changes in relative shares 
have occurred. Apparently there were small increases in the relative 
amounts of purchasing power received by the three middle groups 
and a correspondingly minor decrease for the top group. In absolute 
terms, the purchasing power of all groups increased substantially 
over this period. 


PREWAR COMPARISON OF INCOME DISTRIBUTION 


Because of deficiencies in the source data, income size distributions 
that are available for prewar years are not comparable in quality 
to those for the war and postwar periods. Moreover, significant 
comparisons between the postwar and some prewar data are impeded 
because it is difficult to allow for the effects of cyclical fluctuations, 
and for changes in the methods of accounting for income that have 
occurred over this period in part as a result of heavier income taxation. 

Nevertheless, two bodies of data are available—Kuznets’ series for 
upper income groups and a family income distribution based on the 
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Brookings study for 1929 *—which suggest strongly that the struc- 
ture of consumer purchasing power was significantly different in the 
last period of prewar prosperity from that in the postwar decade. 
While precise measurement is not possible, these data indicate that 
the dispersion of family incomes was smaller in recent years than 
in 1929. 

Families that comprised the lower and middle income groups re- 
ceived a larger proportion of total consumer income in the postwar 
period than did their counterparts in 1929. For the lowest 40 percent 
of units the relative income share was 16 percent in 1956 as compared 
with about’ 13 percent in 1929, and for each of the next two-fifths 
the gain was also in the order of 3 percentage points. 


TasLe 5.—Percentage of total family income by fifths of consumer units, 1929 
and 1956 
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Correspondingly, the percentage share of the highest fifth of con- 
sumers decreased over this period, from 54 percent: in 1929 to 45 per- 
cent in 1956. The decrease reflected the experience of the top 5 per- 
cent of consumer units. In absolute terms, of course, the income of the 
highest fifth rose along with that of other income groups. 

The magnitude of the market shifts implied by these changes is 
brought out more clearly if we compare consumer purchasing power 
as it was actually distributed in 1956 with the distribution that would 
have prevailed had the 1929 relative patterns been in force. In 1956, 
the income of the top 5 percent of consumer units—those earning 
$13,500 and more—accounted for $63 billion. Had 1929 patterns pre- 
vailed, the income of this group would have aggregated about $30 
billion more. About $12 billion of this difference accrued to consumer 
units comprising the lowest 40 percent of the population—those with 
incomes below $4,100. ‘The remaining $18 billion was received by the 
next 40 percent. 




















?Simon Kuznets, Shares of Upper Income Groups in Income and Savings, National Bu- 
reau of Economic Research, New York, 1953; Maurice Leven et al., America’s Capacity To 
Consume, Brookings Institution, Washington, 1934. The ay income distribution for 
1929 that underlies the present discussion represents the Brookings Institution estimates 
adjusted in several ways so as to make them as nearly comparable as possible, definitionally, 
with the OBE postwar series. The most important of the adjustments was to remove 
realized capital gains and losses which are not included in the postwar income distribution 
series. For a description of the adjustments, see Selma F. Goldsmith, Relation of Census 
Income Distribution Statistics to Other Income Data, in An Appraisal of the 1950 Census 
Income Data, Studies in Income and Wealth, vol. 23, Princeton University Press, for 
National Bureau of Economic Research, 1958. 
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INCREASE IN MIDDLE INCOMES 


Since 1929 there has occurred a subtantial increase in the real pur- 
chasing power of incomes. Average family income (in terms of 1957 
dollars) has risen from $3,940 in 1929 to $6,130 in 1957. This repre- 
sented an increase of more than one-half in real before-tax income; 
for real after-tax income the rise was 40 percent. The corresponding 
average annual growth rates were 1144 percent and 114 percent, re- 
spectively. 

This rise in real income, supplemented by the changes in the rela- 
tive position of the various income groups that have just been sum- 
marized, has led to a very seuneumesl ibtioane in the share of the total 
consumer market that consists of middle income families. 

If—somewhat arbitrarily—we define this market as embracing con- 
sumer units that earned between $4,000 and $10,000 in terms of recent 
prices, we find in 1957 approximately 28 million consumer units in this 
range, whose incomes amounted to $176 billion. They accounted for 
about one-half of the number of families and also of the total income. 
In 1929, by contrast, about 8 million families—only one-fifth of the 
total—were correspondingly located on the real income scale. Their 
incomes (in terms of 1957 prices) amounted to $46 billion, or one- 
third of the total. 


TABLE 6.—Distribution of consumer units and total family income in 1957 
dollars—1929 and 1957 


| Number of families | Total family personal 

|} and unattached in- income in 1957 dollars 

Family personal income in 1957 dollars | dividuals (millions) | (billions of dollars) 
(before income taxes) 
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Putting the comparison in somewhat different terms, the number 
of middle income families, as defined here, was 344 times as large in 
1957 as in 1929, whereas the total number of families in the popula- 
tion increased by only 50 percent. The aggregate income of this group 
also increased relatively much more than total consumer income. 


FACTORS IN MARKET SHIFT 


The causes of this shift in the structure of consumer markets have 
not yet been fully analyzed. Growth in national productivity, which 
was the major factor underlying the increase in real income and pur- 
chasing power, has been discussed previously. The circumstances 
responsible for the shift in relative incomes are less easily distin- 
guished. However, a few of them stand out fairly clearly. 

The accompanying tabulation shows for 1929 and for the average 
of the postwar years, 1947-57, the percentage distribution of family 
personal income by types of income. The major feature of the table is 
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the relative decrease in dividends, rental income, and interest income 
on the one hand, and the increase in wages and salaries and transfer 
payments on the other. Inasmuch as the former types of income 
account for a relatively large proportion of the total income receipts 
of upper income groups, and the latter for those of lower and middle 
income groups (see discussion of income source patterns), the kind of 
change indicated by the table may be expected to account for at least 
part of the shift in the size distribution of consumer incomes and pur- 
chasing power that has been reviewed. 


TABLE 7.—Distribution of family income by types of income for 1929 and for 
1947-57 average 


Percent distribution— 
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Many complex factors were in turn responsible for the change in 
the composition of personal income by income type. Higher corpo- 
rate taxes and earnings retention seem to be the most important factors 
accounting for the reduced share of dividend disbursements. Rent 
control and monetary policies may have been responsible in part for 
reducing the relative importance of rental and interest incomes, 
respectively. 

The increase in the share of transfer payments reflects the establish- 
ment and expansion of social-security programs and also the growth 
of pension and other payments to veterans. The importance of wages 
and salaries in the income total was bolstered by the rise in the com- 
pensation of Government employees accompanying the expanded level 
of Government operations which characterized the postwar period as 
compared with prewar. 

Quite apart from these factors which affected the size distribution 
of consumer income by changing the composition of income by type, 
there appear to have been others that affected it by reducing the dis- 
persion of individual types of income. The clearest evidence in this 
respect refers to the important wage and salary component which 
accounts for about two-thirds of the family income total. 

Based on wage and salary data collected for detailed occupation and 
industry groups in the last 2 decennial population censuses, it has been 
found that 3 major developments have contributed to a narrowing of 
income differentials for wage and salary earners between 1939 ‘and 
1949: (a) decreases in relative income dispersion for men within prac- 
tically all of the more than 100 occupations and industries that were 
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studied; (6) relatively greater gains in median wage and salary in- 
come for low-paid than for high-paid occupations and industries; and 
(c) an increase in the proportion of workers classified in occupations 
with comparatively little income dispersion.° 

Although the interrelationships between the size distributions of 
individual types of income and the distribution of total family income 
are complex, it can be expected that a reduction of wage and salary 
differentials such as the one observed would be reflected in a reduction 
in income dispersion among families. 

Similar data are not available for years other than 1939 and 1949. 
However, there is evidence that the reduction in wage and salary dif- 
ferentials holds also when the postwar decade as a whole is compared 
with 1929. An analysis of the average annual earnings of employees, 
which are available in considerable industry detail on a yearly basis 
for the period 1929 to date, indicates that the dispersion in these earn- 
ings was substantially smaller during the entire postwar decade than 
in the prewar period, most of the reduction having apparently occurred 
within the war years. This reduction in industry wage and salary 
differentials points to a simultaneous reduction in dispersion in the 
size distribution of wage and salary earnings, and thus broadens and 
extends the prewar-postwar wage comparison that has been made on 
the basis of the decennial census data. 

Another development that is relevant to the subject matter is the 
changing role of the farm population in the economy, which has been 
discussed in earlier chapters of this volume. The number of farm 
operator families has decreased substantially over the period since 
1929, and the incomes of these families—including off-farm earnings— 
have risen on the average somewhat more than those of the nonfarm 
group. Given the fact that average farm family incomes are much 
below those of nonfarm families, both of these developments are likely 
to have made a contribution—though not a substantial one—to the 
reduction in relative dispersion of family incomes. 


FAMILY INCOME DURING NEXT DECADE 


Estimates of the future growth of family incomes can be derived 
on the assumption that certain past trends and relationships will ex- 
tend into the next decade. While such projections are believed to rep- 
resent a reasonable portrayal of income growth, they should not be 
regarded as forecasts or predictions nor as precise figures applicable 
to particular years. They should be taken instead as orders of magni- 
tudes that could be expected to prevail under conditions of gener -ally 
full employment based on the extension of past trends. 


*’ Herman P. Miller, Income of the American People, New York, 1955, and Changes in 
the Industrial Distribution of Wages in the United States, 1939-49, in An Appraisal of 
the 1950 Census Income Data, Studies in Income and Wealth, vol. 23, Princeton University 
Press for National Bureau of Economic Research, 1958. 
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The accompanying tabulation shows estimates of the total and 
average personal income of nonfarm families in 1960, 1965, and 1970. 
The estimates were derived, and are presented, in terms of 1957 dollars. 


TABLE 8.—Nonfarm families: Total and average income* 


Total family | Number of Average (mean) family 
personal nonfarm personal income 
income families a 


| (billions of | (millions) | 
| 1957 dollars) | | 1957 dollars 


Index 
| 


| 
| 
| 
| | 
274 BR. 4 | , 150 | 
310 .0 | 500 | 
370 | 
445 | 


1 For assumptions underlying the projections, and for definitions, see text. 


Nonfarm families are defined to include all families (i. e., units of 
two or more related persons living together) other than those contain- 
ing a farm operator (as defined in the census of agriculture). Family 
personal income represents the current income, before income taxes, 
received from all sources, including wage and salary receipts, other 
labor income, proprietors’ and rental income, dividends, personal in- 
terest income, and transfer payments. In addition to monetary in- 
come flows, family personal income includes certain nonmoney items 
such as wages in kind, the net imputed rental value of owner- -occupied 
homes, and imputed interest. Total family personal income is a 
somewhat smaller amount in each year than the personal income 
aggregate from which it is derived, because it exeludes the income 
received by institutional residents (including military personnel not 
living with their families), or retained by nonprofit institutions, pri- 
vate trust, pension and welfare funds. 


FAMILY PERSONAL INCOME OF NONFARM FAMILIES 


The basic assumption on which these estimates are based ‘is that the 
forces which have served to expand our national economy in the past 
will continue to exert a similar influence in the future. Over the last 
50 years the real gross national product has increased at an average 
annual rate of 3 percent, and the estimate simply that about this same 

rate of growth will prevail in the future. 

After having projected the gross national product, the next step was 
to derive estimates of total personal income for each of the 3 years. 
This was done by extrapolating historical relationships between com- 
ponents of real personal income and gross national product. The 
national projected totals of personal income obtained in this way were 
found to coincide closely with estimates derived directly on the basis 
of a relationship between total personal income and total gross na- 
tional product, and to accord also with long-term trends of per capita 
and per employee income. 

The final step was to estimate how much of the projected totals of 
personal income would accrue to nonfarm families. These estimates 
were derived on the assumption that the same rate of growth in aver- 
age (mean) family personal income would apply to all three major 
groups of consumer units for which distributions by size of personal 
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income have been prepared by the Office of Business Economics, 
namely, to farm operator families, nonfarm families, and unattached 
individuals. (It should be noted that the estimates of average in- 
come cover all types of personal income received, and thus ine lude, for 
example, the incomes that farm operator families receive from non- 
farm sources as well as their net income from farm operations.) 
Total personal income of nonfarm families was derived by multiply- 


ing the testimated average income of the group by the projected num- 
ber of nonfarm families. 


NUMBER OF NONFARM FAMILIES 


The total number of nonfarm families in 1960, 1965, and 1970 was 

rojected by subtracting the estimated number of farm operator 
Smilies from Census Bureau projections (series B) of the total 
number of families. The farm-operator estimates were derived by 
extrapolating the number in 1957 by Census Bureau projections of 
the number of farm households (series B). 

It should be pointed out that the total number of families is some- 
what smaller than the number of households. The difference is due 
mainly to the fact that the term “family,” as defined by the Census 
Bureau, refers to units of two or more related persons livi ing together, 
whereas the term “household,” as defined by that agency, includes 

“primary” individuals (i. e., heads of households not livi ing with any 
relatives) as well as multiperson units. This is offset in small part 
by the inclusion in the total number of families of “secondary” fam- 
ilies, i. e., families which do not include the head of the household 


(such as lodger and his wife) and therefore do not comprise separate 
households. As the accompanying tabulation indicates, the “second- 
ary” family group is relatively very small. 


March 1957 

(thousands) 

Cnn OURO A sg 49, 543 

Less: Primary individuals 6, 333 

et: BOCOIROTY TOT ii einen i ci a are 235 
Equals: Total number of families 


INCOME SIZE DISTRIBUTIONS FOR NONFARM FAMILIES 


The estimates of total and average income for 1960, 1965, and 1970 
have been made here for nonfarm families rather than for nonfarm 
households, because it is the former group for which estimates of 
income size distribution have been developed for past years. The dis- 
tribution of nonfarm families by size classes of personal income in 
1956 is summarized later in this text in table 15, and comparable 
distributions for several earlier years will be shown in the report 
on United States income and output. 

These distributions together with the projections of the total and 
average income of nonfarm families that have been described above, 
can be used as a basis for deriving projections of income size distribu- 
tion for the next decade. The postwar stability in relative income 
distribution that has been discussed earlier provides the further basis 
for developing such estimates. 
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As was noted earlier, for each broad income group the relative share 
in total personal income was much the same in 1956 as it had been 
in 1947, despite the marked upward shift of consumers on the absolute 
income scale that took place during that decade. If the stability in 
relative shares is assumed to continue over the next decade, distribu- 
tions of nonfarm families by personal income brackets can be pro- 
jected from the 1956 figures (table 15) by shifting all income groups 
up the income scale by a constant proportion based on the cor respond- 
ing percentage increase in average nonfarm family income as pre- 
sented above. The actual procedures for carrying through such an 
extrapolation are outlined in the Supplement to the Survey of Cur- 
rent Business, Income Distribution in the United States by Size, 
1944-50 (p. 38, f. 12). 

Modifications in this procedure can be introduced if it is assumed 
that the relative shares of various income groups will vary over the 
decade. For example, if it is assumed that the percentage share of 
the lowest fifth of nonfarm families will increase, the projected num- 
ber of nonfarm families in the lowest range of the family-income 
scale will be smaller than would be the case under an assumption of 
stability in relative income distribution. 


TABLE 9.—Distribution of consumer units and their income by family income 
level, 1947 and 1953-57 


| 
Number of families and unattached Family personal income (billions of dollars) 

Famaily personal in- | individuals (millions) 
come (before in- 


come taxes) | | | 
| 1947 | 1953 | 1954 | 1955 | 1956 | 1957 ¢ | 1953 1954 | 1955 1956 1957 





Under $2,000 
$2,000 to $3,999 
$4,000 to $5,996 
$6,000 to $7,99% 
$8,000 to $9,999__ 
$10,000 to $14,999 
$15,000 and over. 
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42.6 


_» 
‘ 


59.8 
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| 
| 
| 


Total 312.3 


Onder $2,000 2 16/; 14 | 
$2,000 to $3,999___ 38] : ; 26 2) 2 28 15 14 
$4,000 to $5,999 1 26) 226] 26 61 2 : 4; 224; @ 
$6,000 to $7,999__...._| ¢ 5 5 16 7 | s ¢ 19 | 20 
$8,000 to $9,999_______ a4 Ra. tow 8 ‘ 11 | 11 | 
$10,000 to $14,999____- : f § 6 7 8 | f i2| 13] 
$15,000 and over______| : ; 3 4 | 15 : 15 | 16 | 
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| 
| 


100 | 100 


100 100 100 100 100 100 | 


Source: Office of Business Economics, U. 8. Department of Commerce. 





STUDY OF MORTGAGE CREDIT 


Number of| Family | Federal 
families and; personal | individual 
junattached | income income tax | 
|individuals | (billions of | liability 
| (millions) dollars) (billions of 
| | dollars) 


29 


TABLE 10.— Distribution of consumer units, family income, and Federal individual 
income taz liability, by family income level, 1956 


Tax rate 
(percent) 
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Source: Office of Business Economics, U. 8. Department of Commerce. 


TasBLeE 11.—Relative importance of major types of income by income 
nonfarm multiperson families, 1955 


| 
| oe 
S| SSS rPNnerene 
wi car Oe@ea-0*1 


level, 





Divi- 
Nonfarm| dends 
Total Wages | business and Interest 
Family personal income Nonfarm} family and and pro- | income and 
(before income taxes) families | personal | salaries | fessional from rental 
income income estate income 
and 
trusts 


Percent distribution 


Under $4,000 q ; 10.3 
DEBO0 £6 Bie Os a annccccccunans 30. 3. 26.0 | 
$6,000 to $9,999 29. . 38. 4 | 
$10,000 and over 





Source: Office of Business Economics, U. 8. Department of Commerce. 
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TABLE 12.—Average family personal income before and after Federal individual 
income taz liability 





| 
| Average (mean) personal income per family 
| Number of and unattached individual 

families 

and un- 

Year attached | Before tax After tax 

| individuals) 
(millions) 












In current | In 1957 | In current | In 1957 

















| dollars dollars ! dollars | dollars! 
I ih alt ha a teseasi anastasia hich aadncbeinnleileee | 36. 1 $2, 340 $3, 940 | $2, 320 | $3, 910 
ia al noe dneciealaci anise tecciningetsialina ed 44.7 | 4, 130 5, 120 3, 720 4,610 
ils Saharan cteipiawe shdeinieh Micicticnapecindocolass eiedoaaahes 48.9 | 4, 440 | 5, 180 | 4, 070 | 4,7 
Si cdicannnptnedieenntnanddcdditnnnmickekeeel 49.5 4, 900 5, 360 | 4, 420 4, 830 
Ne ati oleae eck eveasdleinsds aetntarey shoe 50. 2 5, 120 5, 500 4, 570 4,910 
SIE Scnliniacciiasiotsscidkaaictonbenin a snebednindintinanm ees umein | 50.5 5, 390 5, 720 4,810 | 5, 100 
iinet detlnsenaiodinles Seis vinanar abate penta piers a 51.2 5, 360 5, 640 4, 840 | 5, 100 
Se pidieiniasiphiced tps tinea es Wetiniiin ts micas tins nony tte tai } 52.2 | 5, 600 5, 870 5, 050 | 5, 2 
is ts Sealab Necisetnbnectnesepe ePlesieeidtloc deer eirta ts tninctn octal 52.8 | 5, 910 6, 110 5, 310 | 5, 480 
lp dtethtichacer tas tae nindicatny cheater nsmresee emsenipsteibiincesnisha | 53. 5 6, 130 6, 130 5, 480 5, 480 

| 





| The price indexes used as deflators are those employed in deflating the personal consumption expenditure 
series in the national income accounts. 


Source: Office of Business Economics, U. 8. Department of Commerce. 


TABLE 13.—Distribution of consumer units by real income level, 1947 and 1957 








| Number of families 
and unattached indi- | Percent distribution 
| viduals (millions) | 


Family personal income in 1957 dollars (before income 
taxes) 








1947 1947 
1957 | (in 1957 1957 | (in 1957 
dollars)! | dollars)! 













Ec aneaiiupbmackennemescbcaieeguawancnad 7.3 | 8.0 14 | 18 
Nine cicithbcaninen ahianee eed ob kemcddnone 12.1 13.7 23 31 
$4,000 to $5,999. _- - 13.6 | 11.5 25 | 25 
id csr ohne apn cdcamnbiretbconnka bay 9.6 | 5.6 | 18 | 12 
 icicengct chen caminienabeun 4.8 2.5 9 6 
ct ieee nee Kenenp aaiameakanaen>pas 3.9 | 2.1 7 | 5 
NS dicpeccutibnchnicncondemimociensknnns 2.2 1.3 | 4 3 

ac ahs scares Rica otek tari 53.5 44.7 100 | 100 








1 For limitations of the adjustment for price changes, see text. 
Source: Office of Business Economics, Department of Commerce. 


TABLE 14.—Distribution of family personal income among fifths of consumer 
units, 1947 and 1956 






1947 1956 










Fifths of consumer units | Percent of | Percent of 

Income range family Income range family 

personal personal 

| | income income 

Pe a ee, ees 

cet cl Under $1,730-_...-.---- ss Under $2,510. .....-..- 5.0 
ie ih acl cnitachnicie ens asian easeadnatecnsveg $1,730 to $2,800__.._.-- $2,510 to $4,120__...._- 11.3 
; eile ta taille tenancies 2,800 to $3,830_...-.-- 16. 9 | $4,120 to $5,660_..___-- 16.5 
iets cieseapiagenGicntarbhipanceaie anti tn tacts $3,830 to $5,470__..._-- 22.0 | $5,660 to $7.7 satin cial 22.3 
Highest ee iieialis Wacenaiesieibekiitihakadacn | $5,470 and over..-....-- 46.0 | $7,790 and over_.....-- 44.9 
NS ester cud seeociens Leeson tacee esate ince NE eee der ag ccecscccas 100.0 
WE DI irennnciciwnncxcecs | $9,560 and over._-_____- 20.9 | | $13,490 and over.__---- 20.1 











Source: Office of Business Economics, U. 8. Department of Commerce. 
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TABLE 15.—Distribution of nonfarm families, farm operator families, and 
unattached individuals, by income level, 1956 


Number of consumer units (thousands) Percent distribution 


Family personal income | 
(before income taxes) Farm Unat- Farm | Unat- 
Total | Nonfarm | operator | tached | Total | Nonfarm | operator | tached 

families | families indi- families | families | indi- 
viduals | viduals 


| 


| 
| 


433 462 1, 794 
1, 663 1, 035 2, 255 
2, 891 939 2, 041 
4, 523 752 1, 509 
5, 554 538 849 
5, 704 | 390 446 
$6,000 to $7,499 : 6, 806 | 347 263 
$7,500 to $9,999_.......__- 5, 5, 632 251 | 159 
$10,000 to $14,999 3, | 3, 307 160 78 
$15,000 and over | 1, 873 ony 56 
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38,386 | 4,964| 9, 450 | 


Source: U. 8. Department of Commerce, Office of Business Economics, National Income Division. 








B. Changes in Inventory of Dwelling Units 


IMPORTANCE OF NET REPLACEMENTS IN 
HOUSEBUILDING DEMAND 


. - 


SHERMAN J. MAISEL, Professor of Business Administration, University of 
California, Berkeley, Calif. 


This paper was prepared in response to the following questions : 


What is a reasonable estimate of the total number of sub- 
standard nonfarm housing units which will be occupied in 
1960? 

How many additional occupied nonfarm units will become 
substandard in the years 1961-70? How many substandard 
units will be made standard through repair or rehabilitation ? 

What is a reasonable estimate of the number of occupied 
nonfarm housing units which will be destroyed or demolished 
by fire, flood, windstorm, slum clearance, code enforcement, 
highway construction, and other causes in each of the years 
1961-70? How many of these units will be substandard ¢ 

What is a reasonable estimate of the number of units which 
will be added to the inventory through conversions of exist- 
ing structures? How many will be lost through mergers ? 

What is the total effect of the above factors in the demand 
for housing during the years 1961-70? 


SuMMARY 


This paper discusses two rather distinct questions: By how much 
will the housebuilding industry’s task be increased in the next decade 
as a result of nonconstruction changes in the housing inventory? 
Projecting present trends, what changes may be expected in the stock 
of substandard housing ? 

Subject to the assumptions and qualifications detailed in the body of 
this paper, I estimate that in the period 1961-70 the net loss from the 
nonfarm inventory requiring replacement will average about 125,000 
dwelling units a year. In other words, new permanent construction 
for the next decade will have to be 1,250,000 units greater than the net 
increase in households and vacancies in order to replace those units 
lost from the inventory. 

Assuming a level for urban renewal and public housing programs 
similar to that passed by the Senate in 1958 (i. e., a gross urban re- 
newal program of about $6 billion for the decade), I estimate that the 
accumulation of nonfarm substandard housing as now defined and 
enumerated by the Census will fall from approximately 9 million in 
1960 to 6 million in 1970. 

These two computations differ radically from previous ones in 
this sphere. For example, the estimates of Wheaton and of Beyer 
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show an annual replacement requirement of from 600,000 to 900,000 
per year. How can this present calculation of requirements be 80 to 
85 percent lower than these previous ones and yet arrive at a nearly 

simil: ar result in terms of removal of substand: urd units? Basically, 
these differences arise because of the recent availability of better data 
through the Census’ National Housing Inventory. ‘The magnitudes 
also retlect somewhat different assun :ptions and the correction of some 
theoretical errors in the previous studies. 

Because the divergences are so great, I shall explain them in detail 
in the following discussion. This will enable those who so desire to 
attack my premises, judgment, or reasoning, and thereby to arrive 
at separate conclusions. 


(CHANGES IN THE NONFARM HovusiInG INVENTORY 


Clearly, the amount of new permanent cons struction wane in 
any period can differ widely from the net additions to demand brought 
about by new households and by the changed level of desired vacan- 
cies. From 1940 to 1950, as an example, new construction accounted 
for less than 70 percent of the total additions to the nonfarm stock. 

A wide variety of complex and hard to follow changes constantly 
alters our national quantity of dwellings. ‘These changes include 
shifts from farm use; production of trailers, marginal or temporary 
units; conversions and mergers; demolitions and similar mutations. 
The forecaster interested in required construction must consider all 
of these possible variations. The following sections explain and sug- 
gest the magnitudes of these pressures on the housing inventory. They 
attempt to include all eacealiaaiiis except those brought about by 
permanent new construction. 


ESTIMATES OF NONCONSTRUCTION INVENTORY CHANGES 


Table 6 presents my estimate that, on the average, during the period 
1940-50, these diverse sources annually added approxim: itely 290,000 
dwelling units to the nonfarm housing stock. For the decade, these 
2,900,000 units accounted for 30 perc ent of the net inventor y increase 
and equaled about 43 percent of permanent new construction. In con- 
trast, from 1950 through 1956, 25,000 units a year were lost from the 
total stock. For this 634-year period, permanent new construction 
was 155,000 units (1.5 percent) larger than the calculated net growth 
of the inventory. 

The projected change for the period 1961-70 on this same basis is a 
net loss of about 125,000 units a year. For the decade, new permanent 
construction of 1,250,000 dwellings will be required to replace the net 
exodus from the inventory cre eated by these diverse forces. 


MARGINS OF ERROR 


I cannot overemphasize the statement that these figures are esti- 
mates. They derive from generally accepted data which contain un- 
known but potentially large errors. Basically they depend upon cer- 

1W. L. C. Wheaton, American Housing Needs, 1955-70, The Housing Yearbook, 1954, 


National Housing Conference, Washington: G. H. Beyer, Housing: A ¥F actual Analysis, 
Macmillan, New York, 1958; pp. 280-286. 
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tain estimates of the Bureaus of the Census and of Labor Statistics, 
the official Government agencies in this sphere. 

The census enumerated an increase of about 9,700,000 in the nonfarm 

housing inventory between April 1940 and 1950. Similarly they esti- 
mated that between April 1950 and December 31, 1956, the farm and 
nonfarm inventory together rose by about 9,350,000 units. In this 
ors they calculated new production, which included permanent, 
temporary, marginal, and farm units, at 10,900,000 dwellings. Ap- 
proximately ; 35,000 units were accumulated by the net effect of conver- 
sions and niergers. Finally, demolitions and similar forces removed 
about 1,600,000 dwellings. The Bureau of Labor Statistics estimated 
that for the census period 1940-50 approximately 5,775,000 new perma- 
nent nonfarm dwelling units were constructed, while in 1950-56 some- 
what over 8,100,000 new permanent units were built. 


TABLE 16.—Additions and subtractions from the nonfarm housing supply, annual 











rates 
| 1940-50 1950-56 | 1961-70 

anes 3 — es dannismematnatia 
Estimated change in nonfarm inventory_-.-........-.....--.-.. +970, 000 | | +1 460, 000 | eiteekindiimaaad 

Net increase (+-) or decrease (—) in nonfarm units from all | 

sources except permanent construction: 
Change from farm to nonfarm +90, 000 | +90, 000 | +40, 000 
Trailers, boats, tents, etc........-- +30, 000 | +45, 000 | +45, 000 
Seasonal, marginal, ete._.....--- <i +40, 000 v_— 000 | +45, 000 
Temporary public housing----_---- on IRIE flo .eteesscin ss peat scien kans ecg 
Net from conversions and mergers +130, 000 +5, 000, +40, 000 
Net from demolitions and other ch: inge Bc cn ds ites —60, 000 —210, 000 — 295, 000 
eee Wien ee ss a ah +290, 000 —25, 000 | —125, 000 

Net increase in nonfarm inventory from permanent new 


iis a cak edness 4 bscqukshabemasnaeeeencmebas +680, 000 | +1, 485, 000 | adie lena 





Source: Derived from census totals of changes in the total inventory by the author. 


Since these published estimates cover only a few of the many changes 
in the inventory, table 16 had to be constructed from a vast amount 
of diverse data, informal opinions, and expert judgments, (i. e., 
guesses). 

The Bureau of the Census states that its estimates contain possible 

sampling variabilities ranging from a few percent for large numbers 

to 100 percent or more for small figures. In addition, errors may 
arise in enumeration, in shifting from a census to a survey, and in 
similar ways. The potential errors in census estimates of changes for 
this period cannot run less than 5 or 10 percent for the larger numbers 
and go beyond 100 percent for the smaller ones. When put in com- 
parable terms to the census figures, the Bureau of Labor Statistics 
estimate for 1950-56 appears to be about 25 percent smaller. Either 
one or the other of these official estimates must be wrong by some 
major fraction of this total. The data for the period 1940- 50 probably 
have similar errors. 

Since table 16 contains numbers equivalent to the smaller census 
figures, but based upon even more fragmentary data, we should expect 
that the margins of error for its estimates of the past are at least as 


large as those in the census. The projections depend upon both the 
accuracy of the previous estimates and on their underlying assump- 
tions. Clearly their errors may be sizable. The fact that the margins 
may be large need not, however, be very significant if the figures are 
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desired primarily for a projection of total housing requirements. Table 
16 reveals that replacement requirements are very much lower than 
previous statements in this sphere have suggested. Even large margins 
of error would not invalidate this general conclusion. 


TRANSFERS FROM FARM TO NONFARM USE 


Table 16 indicates that over the past two decades the stock of non- 
farm housing has increased at a rate of 90,000 dwelling units a year 
through the changeover of houses formerly occupied by farmers into 
residences of nonfarmers. This source of supply, while important, 
is partly a statistical illusion. Farmer Jones gives up farming to 
commute to a new factory nearby. The census simultaneously reports 
an increase of one in nonfarm families and an equal augmentation of 
the nonfarm housing stock. Since the reported gain in nonfarm fami- 
lies has put no strain on housing needs, it is a mistake, although one 
frequently made, to show ex-farmer Jones as requiring a nonfarm unit 
while neglecting the additional nonfarm house. This same principle 
applies even if the ex-farmer moves, provided that his formerly occu- 
pied house now contains a nonfarmer. 

Unfortunately no official estimates exist for the number of units 
transferred from the farm to nonfarm supply. Between 1940 and 1950 
the reported number of occupied units on farms fell by 1,400,000, partly 
because of a change in definitions and partly because of alterations 
in use. Apparently about two-thirds of this number had been added 


to the nonfarm inventory by 1950. 


For the period 1950-56 there are no official estimates of the transfer 
from farm use or even of the division of the total inventory into farm 
and nonfarm units. Each of these figures must be estimated from non- 
comparable data of the census and the Department of Agriculture. The 
total number of farm dwellings apparently fell by about 500,000, the 
difference between the decrease of 900,000 in occupied farms and the 
increase in farm vacancies of 400,000. Were these units demolished 
or transferred to nonfarm use? We estimate that while some units 
were torn down, the number of new farm homes built during the period 
actually exceeded the number demolished by 100,000. T herefore, the 
total transfer to nonfarm use must equal this 100,000 difference be- 
tween farm construction and destruction plus the apparent decrease in 
nonfarm units. This sum of 600,000 gives roughly the same rate of 
90,000 annual transfers averaged in the previous decade. 

No firm basis exists on which to project these transfers for the next 
decade. I have estimated that the rate will fall by more than 50 per- 
cent to 40,000 per year. Several factors make such a drop appear 
logical. Some of the previously reported changes were purely defi- 
nitional. This problem should not arise again. Part of the trend 
from farms reflects the country’s gain in prosperity following a severe 
depression. Moving to still higher national income levels will not 

create as great an impact as the original rebound from the great de- 

pression. * Finally, the number of farms has already fallen sharply. 
Even if the same percentage decline in farms were to continue, it 
would mean a smaller actual number transferred to nonfarm use. 
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TRAILERS, SEASONAL, TEMPORARY, AND MARGINAL UNITS 


Table 16 estimates that the many varied sources of new dwellings 
included in this subgroup added 130,000 units a year to the stock be- 
tween 1940 and 1950. They contributed about 90,000 a year between 
1950 and 1956, and are expected to continue increasing the stock at this 
rate. 

A fairly significant number of families live in trailers, both those 
which can be pulled behind vehicles and those aflixed more perma- 
nently to sifes. Any increase in the occupied units of this type re- 
duces by an equivalent number the requirements for other kinds of 
building. The Census estimated that about 300,000 households occu- 
pied trailers in 1950. The number in mobile units grew some 200,000 
by 1957. The definition of trailers used for table 16 is wider than 
that of the Census, and therefore estimated additions from this source 
are larger. 

Many dwellings are produced each year by amateurs, owner-build- 
ers, and similar groups. Most of these are properly included in the 
number of permanent dwelling units produced. They require equiva- 
lent materials and may draw on the same supplies of labor and finan- 
cial resources. Other buildings, however, are small vacation or hunt- 
ing lodges, temporary units (for example those erected for defense 
or construction workers), and marginal dwellings of inadequate ma- 
terials, construction, or design (shacks). When occupied by non- 
farm households these structures meet part of the housing demand, 
but they are not counted in the statistics on housebuilding. 

The only firm figure in this class, in addition to mobile homes, is 
the knowledge that approximately 600,000 temporary war and vet- 
erans’ public. housing units were built in the 1940’s. Otherwise, the 
total is an informed guess which can neither be proved nor disproved 
since the official data are lacking in definitions and concepts to cover 
these increases in the stock. I have projected the gains from these 
sources at their present levels. The number of additions originating 
in this manner has been well maintained for the past two dec ades. 
There is no obvious reason for expecting a change. 


CONVERSIONS AND MERGERS 


Existing houses can be split into additional dwelling units through 
conversions. These alterations may consist of structural changes, 
such as adding partitions, kitchens, and baths; but they may even 
more often be nonstructural, such as adding a hotplate, closing a door, 
or renting out a guest room. In the same manner existing units may 
be merged by removing partitions, hotplates, or most simply by leav- 
ing the guest room vacant. 

A striving for greater independence has led to separate entrances 
for mother-in-laws, working teen-agers, and young married couples. 
These changes show as simultaneous shifts in the demand for and 
supply of nonfarm dwellings. The demand for construction of perma- 
nent units is not raised. Whether these and similar households are 
enumerated as primary instead of secondary and therefore are shown 
as requiring a separate dwelling unit may depend on irrelevant rea- 
sons, prominent among which may be enumerator bias. 
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As different families in turn experience similar life cycles, houses 
are at first enumerated as two converted units (both meeny sub- 
standard) and then are shown as remerged back to one. Even though 
as many as 250,000 separate dwelling units a P bad may be affected by 
these contrasting shifts, most conversions and mergers simply cancel 
out each other’s effects. 

Some conversions, however, are structural and permanent. Durin 
the war housing shortage many large marginal units were convert 
on a temporary basis for rentals to strangers. These accounted for 
part of the abnormal increase in this whole category during the 1940's. 

heir consequent merger back into larger and better units may account 
for the sharp drop in net units added through conversion in 1950-56. 

The projection of a net gain in the next decade of 40,000 units 
per year from conversions and mergers appears conservative. The 
need will mount for units to house single-person households of both 
old and young. These, plus the normal pressures toward permanent 
conversions working within a larger housing inventory, should mean 
a considerable increase in this category. By 1960 most of the poorest 
conversions of the war period -will have disappeared so that mergers 
will cause fewer losses from the inventory. 


NET LOSSES THROUGH DEMOLITIONS AND OTHER CHANGES 


Dwellings may be demolished as a result of public action, private 
desire to use land for another purpose, loss through fire, flood, and 
other casualty, or destruction because their value as a house has ended. 
Dwellings may be created from other space such as stores, garages, 
tourist courts, hotels, roominghouses, and so forth. A reverse move- 
ment may transfer dwelling units back into nondwelling space of 
these types. 

Table 16 shows a Census estimate that net losses from these sources 
averaged 210,000 annually from 1950 through 1956. I have estimated 
that the losses averaged 60,000 between 1940 and 1950, and project 
a net loss of 295,000 Feocli the coming decade. Table 17 contains an 
attempt to classify these dite more completely. The table and the 
following discussion show projections which will vary radically de- 
pending upon the assumptions one uses as to public policy. 


TABLE 17.—Net losses through demolitions and other changes, annual rates 


1950-56 1961-70 

a Sidi diet eee 2 td Bi i s escacetuacdasdsacedd —210, 000 — 295, 000 
From demolition of saeepeeney I i a  eclan —50, 000 —10, 000 
PEE CRON TE RD IIE oh cise a6 bic cncnncednkendigoenteadecs —15, 000 —10, 000 
From title I, urban renewal clearance................-....-..--.------------- —5, 000 —75, 000 
IO edbaveeeddweckwewsuned —15, 000 — 58, 000 
From fire, flood, and other casualties. ._...........-...2.-2..------------ eee — 20, 000 —22, 000 
From all other sources, public and private.......................-.---.---.-- —105, 000 —120, 000 





Source: The total for 1950-56 from tables 1 and 2, vol. 1, United States 1956 National Housing Inventory— 
subtotals estimated by author as explained in text. 


Temporary public housing 


In 1950, about 600,000 temporary public units remained from the 
war and veterans’ housing programs. These units have since either 


been demolished at an estimated rate of 50,000 units a year or have 
41549—59——_33 
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been turned over to local groups. One hundred thousand, or 10,000 
per year, will remain to be pulled down in the next decade. 


Clearance for public housing and urban renewal 


Public housing and urban renewal are somewhat related. Both 
depend primar ily on Federal subsidy programs. Some public housing 
requires site clearance. Some is built in redevelopment clearance 
areas. The estimated demolition of 85,000 units a year through these 
programs assumes a continuation for the next de cade of programs of 
about exrsting size. 

More specifically, I assume that public housing will build units on 
sites requiring demolitions of 10,000 units a year, while the gross pur- 
chase costs of urban clearance programs for land and structures will 
total $6 billion for the decade ($600 million per year). Under exist- 
ing procedures, such a program would require a subsidy of about $480 
million per year from Federal, State, and local sources. 

This section also assumes that for each $8,000 of gross expenditures 
a dwelling unit will be demolished. ‘This is close to the average esti- 
mated cost per unit cleared for the first 260 projects under title I of 
the Housing Act of 1949 and title III of the Housing Act of 1954.? 
If the costs of dwellings continue to rise through inflation, an equiva- 
lent monetary expansion of the program would be needed to meet this 
assumption. 

Highway programs 


Table 17 estimates that 15,000 units a year were cleared for highway 
programs in 1950-23 and that this number will rise to 58,000 a year 
in the next decade. Federal and State highway acts have 1 ecognized 
the seriousness of urban highway problems, with the result that an 
increasing percentage of growing highway expenditures purchase 
urban rights-of-way. 

T assume that in the next decade $5 billion a year will be spent on 
normal highway programs, including the State highway systems, 
Federal aid, and programs for urban streets and extensions. An_as- 
sumption that 40 percent of these total programs will go to urban 
areas, of which 20 percent will purchase rights-of-way, leads to an 
estimate of $400 million per year to be spent on urban rights-of-way. 

In addition, $2% billion a year will be spent on the Feder: al Inter- 
state Highway program. . The United States Bureau of Public Roads 
estimates that 11 percent of this tot: al program, or $280 million a 
year, will purchase urban rights-of-way. 

How many dwelling units will be Astin as a result of the 
$680 million per year ‘these 2 programs will spend on urban rights- 
of-way? If 70 percent of expenditures purchase residential land at 
an estimated average cost of $8,200 per dwelling unit, based on the 


national housing inventory of 1956, this sum will clear approximately 
58,000 units a year. 


7 HHFA Urban Renewal Project Characteristics, December 21, 1957. 

’The basis of these estimates may be found in the following public documents: 

Needs of the Highway Systems, 1955-84, letter from Secretary of Commerce, H. Doc. 
120. 84th Cong., 1st sess., pp. 6-7, 13. 

A Report of Factors for Use in Apportioning Funds for the National System of Inter- 
— and perene Highways, letter from Secretary of Commerce, H. Doc. 300, 85th Cong., 

SeSS., —7 

Federa Sid Highway Act of 1958, hearings before a subcommittee of the Committee on 
Public Works. U. S. Senate, 85th Cong.. 2d sess.. PP; 116-118. 

Hicbway. Statistics. Summary to 1955, 1955, 1956, U. S. Department of Commerce, 
Bureau of Public Roads. 
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Some ‘may object strongly to my assumption that annual expendi- 
tures for highways will be nearly twice as high as the whole decade’s 
expenditures on urban renewal. That, of course, is part of the reason 
for the hearings for which this paper was requested. If the urban- 
renewal program becomes one-twentieth as large as the total highway 
program, it will have made great gains compared to this decade. 


Fires, floods, casualties, and miscellaneous losses 


After subtracting out the previous sources of demolitions, 125,000 
units a year of the “national housing inventory estimate remain to be 
accounted for by all other reasons. The only knowledge of trends 
in this catchall category is a guess by fire-prev ention people that fires 
and floods cause losses of about 20,000 units per year. Table 17 
yrojects an increase of 10 to 15 percent in losses from all these miscel- 
ie causes. In effect, this assumes that the losses will rise at 
about the same rate as the increase in the total inventory. 


THe Propiem oF SUBSTANDARD UNITS 


Making an accurate statistical projection of substandard dwelling 
units in the United States nonfarm inventory is an impossibility. 
Even though the United States has supposedly had a national housing 
policy, annual estimates of needs, and widespread programs of re- 
newal and clearance, some going back over 20 years, few have bothered 
to define “substandard,” and none have attempted to count the real 
substandard units in the Nation. As a result, estimates of nonfarm 
substandard units vary from about 9 million (Census) to 25 million 
(ACTION). 

A substandard unit should probably be defined as one which fails 
to meet the minimum conditions prescribed under an adequate housing 
and building code. For example, a typical housing code defines as 
substandard “any dwelling unit or structure in which any of the 
following conditions exist to an extent that endangers the life, limb, 
health, property, safety, or welfare of the public or the occupants 
thereof.” It then lists over 40 specific faults which might lead to 
such a finding. Other definitions extend beyond the specific unit, and 
list dwellings as substandard because of a poor environment. 

A fairly thorough search for counts of substandard units based on 
some sound definition failed to turn up any extending beyond small - 
localities. As a result, for national discussion, one must fall back 
on the Census figures. The Census defines as ce cA gg a unit 
which has “serious deficiencies, is rundown or neglected, or was of 
inadequate original construction so that it does not prov ide lean ite 
shelter or pr otection against the elements or endangers the safety of 
the occupants.” The Census also reports on whether or not units ‘had 
“private toilet and bath and hot running water. 

It has become common to define as ee those units which 
were enumerated as either dilapidated or lacking plumbing facilities, 
or both. In 1950, 70 percent of the nonfarm inventory was reported 
to be standard ; 22 percent was not dilapidated but lacked one or more 
plumbing facilities, while 8 percent was dilapidated. Most of this 
latter group also lacked plumbing. These data give no clue to how 
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many of these units could easily be brought up to standard or how 
many other units might be substandard on some other scale. 


THE 1950-56 EXPERIENCE 


Table 18 gives some indication of what happened to the substandard 
units in the 1950 housing inventory as a result of repairs, renewal, 
demolitions, and conversions in the following 634 years. The table 
shows both the total inventory as well as a breakdown between those 
units inside and outside of standard metropolitan areas. Such a 
division is shown because we have no current data on farms or other 
rural units. It is necessary to compare changes inside and outside 
metropolitan areas in order to estimate how much of the total change 
occurred in nonfarm and how much in farm units. It is quite clear 
that plumbing as the primary criterion for standardness is not com- 

letely valid for rural units. Yet over 60 percent of the total units 

acking plumbing in 1950 were in these rural areas. 

The data for all units show some 16,400,000 listed as substandard 
in 1950. Of these, 11,695,000 were nonfarm dwellings while the 
remainder were on farms. Repairs and rehabilitation far exceeded 
deterioration among this substandard group. Over 3 million units 
previously shown as substandard (more than 20 percent) were enum- 
erated as standard in 1956. At the same time, conversions, mergers, 
or demolitions caused 1,567,000 (10 percent) of the original substand- 
ard group to disappear from the inventory. While some substandard 
dwellings were constructed, the net effect of time was to reduce the 
number of substandard units to 12,629,000 by December 1956. 


TABLE 18.—1950-56 changes in condition of the housing inventory 
TOTAL FOR UNITED STATES 


[In thousands] 


Change in 1950 inventory 





1950 1950 in- | New con-| 1956 in- 
Condition units Change | Net con- ventory | struction| ventory 
in same Total 1956 
units 

Standard...........- 28,102:| +-2,754 +3, 002 31, 104 9, 649 40, 753 
Substandard. __._-.. 16, 400 —3, 187 —4, 754 11, 646 983 12, 629 
Not reported. ._..... 1, 481 +433 +187 1, 668 288 1, 956 
WE 3 ncencae RT —1, 565 44, 418 10, 920 55, 338 








Ss coroners 19,314-| +1,110 +272 —206,; +1,176 20, 490 6, 389 26, 879, 
Substandard----_.__. 5, 565 —1, —178 —5i7 —1, 794 3,771 257 4, 028 
Not reported. ......-. 747 —ll —32 —121 —164 583 117 700 

.......... MS sins +62 — S44 —782 24, 844 6, 763 31, 607 

OUTSIDE STANDARD METROPOLITAN AREAS 
pees ccs 8,788 | +1, 644 +119 +63 | +1,826 10, 614 3, 260 13, 874 
Substandard-_-..._.. 10,835 | —2,088 —121 —751 —2, 960 7, 875 726 8, 503 
Not reported... _...- 734 +444 —24 —69 +351 1, 085 171 1, 256 
ine 90/907" 13.<.-..... —2%6 —757 —783 19, 574 4,157 23, 723 


Source: Tables 7 and 22, vol. 1, 1950 Census of Housing, and tables 1, 2, and 4, vol. 1, 1956 National Housing 
Inventory. 
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The data for dwellings inside standard metropolitan areas show that, 
while a much smaller percentage of these units were substandard at the 
start, their rate of improvement exceeded that of the total inventory. 
This leads me to believe that the nonfarm inventory probably also im- 

roved at least as much as the total. Consequently, I estimate that on 

ecember 31, 1956, there were about 1,700,000 fewer substandard non- 
farm units, or that approximately 10 million (20 percent) of the non- 
farm units were still classified as substandard by the Census. Since 
similar conditions still appear to prevail, a total of about 9 million 
substandard nonfarm units is likely to exist at the time of the 1960 
census. 

CHANGES IN SUBSTANDARD UNITS, 1960-70 


What will happen to the number of substandard units during the 
next decade, under our previous assumptions as to the size of the 
renewal, public housing, and highway programs? During recent 
periods, the loss in substandard units has run about 90 percent of total 
losses from demolitions and similar changes. This ratio may well con- 
tinue. On this assumption, about 260,000 substandard units per year 
will be demolished, or a total of 2,600,000 for the decade. 

What about the effect of other potential changes? Particularly, 
what is the net impact of deterioration and depreciation plus poor 
construction likely to be compared to rehabilitation and renewal? 
Some groups have estimated that these forces will increase the number 
of substandard units at the rate of a million a year. On the other 
hand, we have seen that from 1950 to 1956 their total impact was to 
transfer units back to the standard classification at a rate of over 300,- 
000 per year. 

My own guess is that, during the next decade, these conflicting forces 
will have a slight—but very slight—tendency to reduce the substandard 
inventory. Iam not convinced that time alone is likely to cause many 
units to become substandard. On the contrary, I reject as absurd the 
frequent attempts to list all units over a certain age and to say that 
these will become substandard through 10 years’ further aging. Our 
civilization’s entire experience with old houses proves the contrary. 
Deterioration is a function of design and maintenance, not of age. 
I feel, too, that greater emphasis on the enforcement of housing and 
building codes will lead to increased rehabilitation of existing sub- 
standard units. It is this pressure which will more than offset the 
ravages of time. 

These assumptions as to a standstill in the deterioration of the stock 
remaining through 1970 lead to the projection that, on the basis of a 
gross urban-renewal program of $6 billion for the decade, the country 
will in 1970 have about 6 million remaining substandard units in the 
nonfarm inventory. 

AN EXPANDED PROGRAM 


Any attempt to guess the number of these 6 million units which 
could be rehabilitated, to estimate how many should remain classified 
as substandard because their faults do not really require a change (i. e., 
rural units, converted units within families, etc.), or how many might 
properly be the subject of an expanded clearance program would be 
simply plucking a number from thin air. Assuming that the commit- 
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tee desires such a figure as a basis for potential consideration of a maxi- 
mum clearance program, I would select the range of 1 million to 2 
million units as the number of substandard units which might properly 
be pulled down. 

In effect, I guess that, if a national policy were adopted to clear out 
almost all substandard units logically subject to such a program, the 
number of units which would have to be demolished would be from 
30 to 60 percent higher than the 295,000 units considered likely under 
existing marketing pressures and public policy. If this increased 
demolition were to be brought about primarily through an expansion 
of existing Federal programs, they would have to expand to be 2 or 3 
times as large as the program the Senate voted last session. 

The conclusions of this paper are startling only when compared to 
previous estimates of replacement requirements of 500,000 to 1 million 
per year and statements that there are now 25 million substandard 
units, with an additional 1 million becoming substandard per year, 
Instead, it appears as if net replacement requirements over the past 
few years have played a relatively mild part in creating a demand for 
housebuilding. With the exception of Government programs for 
urban clearance and highways, there is no obvious reason why this 
situation should change. 

It is an inability to find any dramatic shifts in the underlying situ- 
ation which leads to an estimate of little or no added impact from the 
forces outside the public sphere. At the same time, however, I do 
assume that the public will demand adequate highw ay and urban- 
renewal programs. Their net effect under our previous assumptions 
will raise replacement demand by slightly over 100,000 units. In 
terms of existing markets, this would raise the total demand for 
housebuilding by “somewhat under 10 percent. 

Programs of our assumed size would probably cut into the present 
accumulation of substandard units. Mither a or not the decline in 
these units would or would not be adequate is primarily a political 
question. It is much more a problem of social Opeth than of eco- 


nomic costs. For even a large-scale expansion of the clearance pro- 
gram would be such a small part of the total building picture that any 
adjustments necessary because of added demand should be well within 
the normal limits of the industry’s structure and operations. 
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SUBSTANDARD DWELLING UNITS AND THEIR 
REPLACEMENT, 1961-70 


REINHOLD P. WOLFF, Director, Bureau of Business and Economic Research, 
University of Miami, Coral Gables, Fla. 


This paper was prepared in response to the following questions: 


What is a reasonable estimate of the total number of sub- 
standard nonfarm housing units which will be occupied in 
1960 ¢ 

How many additional occupied nonfarm units will become 
substandard in the years 1961-70? How many substandard 
units will be made standard through repair or rehabilitation ? 

What is a reasonable estimate of the number of occupied 
nonfarm housing units which will be destroyed or demolished 
by fire, flood, windstorm, slum clearance, code enforcement, 
highway construction, and other causes in each of the years 
1961-70? How many of these units will be substandard ? 

What is a reasonable estimate of the number of units which 
will be added to the inventory through conversions of exist- 
ing structures ¢ How many will be lost through mergers 4 

What is the total effect of the above factors in the demand 
for housing during the years 1961-70 ¢ 


INTRODUCTION 


At the end of the depression of the 1930’s substandard housing repre- 
sented nearly half of the total housing stock of the Nation. The 
replacement demand for obsolete housing, plus the needs of a rapidly 
increasing population, seemed to exceed by a wide margin the reason- 
able part “of the national resources that could be allocated to shelter 
needs. Today, the situation is radically changed. As we look toward 
the housing task of the 1960’s we can say that the problem of replacing 
substandard units has been reduced to manageable pr oportions. While 
still major portions of our farm housing and of the vacant inv entory 
will fall into the substandard category, the nonfarm occupied housing 
will have less than one-seventh of its dwelling units in the substandard 
class. To substantially reduce the substandard portion of nonfarm 
households—a total of 7 million units—and to improve the still de- 
ficient farm housing stock is a task that we should be able to fulfill in 
the decade ahead without major strain on national resources or fiscal 
revenues. Again, as in the past two decades, the reduction of sub- 
standard housing will for the major part occur through repair and 
rehabilitation rather than through demolitions and removals, but there 
is good reason to assume that replacement demand will be increased 
over the rate of the past two decades. 

43 
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DEFINITIONS 
1. Substandard inwentory 


In accordance with the 1950 United States census of housing, sub- 
standard dwelling units include all dilapidated units plus nondilapi- 
dated units lacking sanitary facilities, i. e., inside flush toilet, private 
bath, or hot running water. Note, however, that 1940 census data did 
not distinguish between hot and cold running water in tabulating 
sanitary facilities; also, dilapidation was differently defined. (These 
factors probably resulted in an understatement of substandard condi- 
tions for 1940.) 


2. Demolitions 


Units demolished or razed on the initiative of a public agency or 
owner. The term “demolitions” does not include units involuntarily 
demolished by fire, flood, windstorm, or other catastrophe. 

3. Other causes and other sources 

Units lost due to “other causes” and units added from “other sources” 
include the following types of change: 

(a) Units lost by a “merger” type of change which converted resi- 
— space to nonresidential space (including change to rooming- 
10uses ). 

(6) Units added by conversion from nonresidential space to resi- 
dential space (including changes from roominghouses to dwelling 
units). 

(c) Units moved from their original site (both losses and additions). 

(d) Units lost through abandonment or destruction by fire, flood, 
windstorm, etc. 


4. Units changed by “merger” 


Mergers are the combining of two or more dwelling units into fewer 
dwelling units. This does not include any of the changes from resi- 
dential use to nonresidential use described under “Units Lost Through 
Other Causes.” 


5. Units changed by conversions 


Creation of two or more dwelling units from fewer units through 
structural alterations or change in use. This does not include the 
types of conversion listed under “Other Sources” where units were 
created from nonresidential space. 


Part I. Forecast or Susstanparp Housine Inventory, DeEcEMBER 
31, 1960 


1. History of the substandard inventory 


The substandard housing inventory of the census of 1940 showed 
approximately 18 million units, representing nearly half of the total 
housing stock. Because of changes of definitions in the substandard 
category, the 1950 substandard inventory of about 17 million units is 
not strictly comparable to 1940, but a decreasing trend in total numbers 
of substandard units—both dilapidated dwellings and those which lack 


2For more detailed definitions of the various components of changes than shown here, 
gee the 1956 National Housing Inventory (NHI). Although not all volumes have been 
released, definitions have been repeated in various releases such as components of change 
individual metropolitan areas. 
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major sanitary facilities, such as indoor toilet, bath, and hot water— 
is evident. The National Housing Inventory taken at the end of 
1956 showed a major reduction in the number of deficient units between 
1950 and 1956. Still, 13 million units were found in the substandard 
category, but they represented less than one-quarter of the total hous- 
ing stock. 


TaBLE 19.—Total United States housing stock and substandard inwentory, 1940, 
1950, 1956, and 1960 


[1,000 units] 

| Percent sub- 

Year Total hous- | Substandard standard 

ing stock inventory of total 

inventory 
RTI sinikcs tease nda bidracteh gia etataniaie erika tciabrubatenisiaercunndiakenteamabinineda 37, 325 18, 364 49.2 
Dora oscnnt ave eraswsn ade: Case eee be sceaeens eae 45, 983 16, 944 36.8 
1956... _- ices cincd Acetate del enka lesb i cE a 55, 341 13, 092 23.7 
estate 60, 000 11, 501 19.2 





2. Outlook for 1960 


In view of the fact that since 1956 substandard dwelling units 
were not inventoried, we must base our estimate of present condi- 
tions and those likely to exist at the beginning of the 1960-70 decade 
on a prediction. The 1950-56 trend has been used to make these 
predictions as portrayed in table 1. 


3. Components of change, 1950-56 


An analysis of the changes in component parts of substandard units 
for the period 1950 to 1956 will allow a fairly accurate forecast of the 
various components, both of increases and decreases to 1960. From 
the table below it appears that the net changes in the substandard in- 
ventory result from elements which are both increasing and decreasing 
the number of deficient units. 


TABLE 20.—Components of changes in the United States inventory of substandard 
housing, 1950-56 








(1,000 units] 
eS. eS eet 
Net effects on 
Increase Decrease substandard 
inventory 
Total of components in changes.._..................-.-...-... 3, 508 | 7, 360 —3, 852 
Substandard units rehabilitated, and now standard__.....|_.......-..--- 4, 538 —4, 538 
Standard units lapsed to substandard.__.._.........._..-- | SEA. no cudscsebad +1, 431 
a a elniaminicmdameecniet 3, G9D |... cocscwcscaws +1,010 
Ses ae Se nee Gaeaiantnnakateninpauniewaie 816 —816 
Oi. a5 ibis h cian bo biiiinis doce ddae dab cnnshuuibel 444 152 +292 
a a ath diode 188 816 —628 
Other causes and other sources_.-.........-..-....-.-.---- 435 1, 038 —603 





(a) Rehabilitation.—By far the largest factor in diminishing sub- 
standard dwellings has been in the past, and will be in the future, the 
repair and rehabilitation of existing substandard dwellings. During 
the period between 1950 and 1956 over 414 million units were re- 
habilitated. Better than four-fifths of this rehabilitation consisted 
of the addition of sanitary facilities, such as hot water, bath, and 
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toilet, which the units had formerly lacked, and only one-fifth was 
due to repair of dilapidated units. (See appendix table 44.) 

We may expect that this movement will continue at the same rate 
antil 1960, and that more than 2 million units will have been re- 
habilitated by the end of 1960. 


TaBLeE 21.—Projected components of change in the United States inwentory of 
substandard housing, 1956-60 


{1,000 units] 


> Net effects on 

: substandard 

Oomponents inventory 
enn RIOR 05) OO oo cer nn anenacenennaen= —1, 591 
Bopmangera gts to be rehabilitated... .._............... es —2, 085 
Standard units which will become substandard_______--_-__-__----- 848 
I dh tg i cebimtneabencins 500 
I calicitea ciusgcceencabns wile canntenbiapanente —4S4 
I ck lla nbieiinsionnanionSvcuaote 172 
Nee acetic —186 
In NNN IRE SII NR aac ane esenusimisinenma a —356 


(6) Demolitions and removals.—Demolitions are often believed to 
be the primary means of improving the housing inventory, but they 
have proceeded at a much smaller rate than rehabilitation and repair. 
Between 1950 and 1956 approximately 800,000 substandard units were 
removed by demolition. Contrary to widespread belief the ratio of 
demolitions is neither substantiated by the need of withdrawal of old 
units from the housing inventory nor by the rate at which slum clear- 
ance and urban renewal take place. As table 20 reveals, demolitions 
were relatively more numerous on older houses than on newer ones, 
but only by a small margin. The total number of demolitions in the 
10-year period did not even equal 1 percent of the housing stock built 
before 1919, and the annual rate of demolitions is less than 1 percent 
of the total housing stock per year. As table 39 suggests, urban- 
renewal programs between 1950 and 1957 have contained less than 
115,000 total dwelling units, and some of the affected units were not of 
substandard character. 

The major causes for demolitions have been changes in land uses, 
such as the spread of business and industrial activities in the resi- 
dential areas of cities, the demolition of small houses to make room 
for large apartment houses, the destructions necessitated by road- 
building and street widening, and similar activities. 

It can be assumed that the second half of the decade will continue 
these programs at approximately the same rate as they were carried 
between 1950 and 1956, and with an equal effect on the removal of 
substandard units. 

Of equal importance to losses in the substandard dwelling inventory 
are removals and changes for other causes. Between 1950 and 1956, 
955,000 units were removed. This category includes buildings that 
were moved from the site without being demolished, dwelling units 
transformed into business units, losses by fire, windstorm, flood, and 
similar nonvoluntary destructions, and complete decay by abandon- 
ment of the structure. Since in many cases dwelling units were also 
added, for instance, by using former business structures as residential 
units, the net decrease was only 540,000 units, and can be assumed to 
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be 356,000 units between 1956 and 1960. Mergers will take another 
186,000 units away from the substandard 1956 housing stock. 

(c) Dilapidation. —The substandard inventory of 1956 will still be 
increased by 2 major and 1 minor item. In the first place, some of the 
existing units will become substandard by dilapidation or loss of 
facilities, thus adding more than 800,000 nin to the substandard in- 
ventory between 1956 and 1960. Because of better practices of main- 
tenance, stimulation of home repairs under title I of the National 
Housing Act, and curtailment of the total substandard inventory, 
this number—about 200 000 a year—is considerably reduced from 
former rates of dilapidation, but is still a factor in slowing down the 
rehabilitation of total housing stock. 

Regrettably, still 9 percent of new construction is of such low 
quality as to bring the units under the category of dilapidation, or 
lack of major facilities. It can be assumed that much of this sub- 
standard building is taking place in areas which lack adequate build- 
ing codes, subdivision control, community facilities, and the like. 
Even in central cities where usually stricter forms of control prevail 
than on the outskirts and in the rural areas, some building is still 
going on which creates substandard units. 

(d) C onversions.—A minor addition to deficient housing will spring 
from conversions. Typical instances are old houses that are divided 
into smaller dwelling units, or conversions of parts of a building into 
separate dwelling units. Due to lack of sanitary facilities in make- 
shift dwellings this activ ity is likely to produce a relatively large num- 
ber of substandard units, as was shown in the 1956 n: tional housing 
inventory. However, the total effect of such conversions is expected to 
be minor on the 1960 stock of deficient housing. 

As a result of the various factors described above the substandard 
inventory will be reduced by 1.6 million between 1956 and 1960. This 
is a much smaller reduction than occurred between 1950 and 1956, 
but as the quality of total housing is improving, the reduction factor 
“ray ient housing is naturally becoming smaller. 

e) V acant and farm —The National Housing Inventory found 19.9 
Pi ent of subst andard housing in the vacant category. According to 
census reports, vacancies in the past few years have varied from 9.7 
to 10 percent of the total housing inventory. Assuming that the rate 
will be 9.9 percent in 1960 we will have then approximately 6 million 
vacant units. It is estimated that a decreasing proportion, roughly 
20 percent, will be substandard. After deduction of some subst: andard 
vacant farm units this will leave some 1,400,000 units in the sub- 
standard nonfarm inventory of 1960. (See appendix table 41.) 

The Decennial Housing Census of 1950 found 74 percent of farm 
housing substandard. Nearly 5 million substandard units of the 1950 
housing inventory, or about 30 percent of the deficient housing was, 
therefore, accounted by farm housing. In the meantime, many “farm- 
houses had become parts of nonfarm areas, especially in metropolitan 
areas ; in fact, some of the increase factors of metropolitan substandard 
housing are explained by the inclusion of already deficient farm hous- 
ing in ‘their orbit. We m: 1y assume that in 1960 roughly 3 million 
farmhouses will be substandard. 
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TABLE 22.—Substandard farm housing, by classification, 1940, 1950, and 
1960 (estimated) 














{1,000 units] 
| 4940 | 1950 | 1960 
a 
I ricotehcclhdncdenbbGmenecntéaccanccss | 7,642 | 6, 358 5, 100 
Nondilapidated, lacking facilities..........................| 4,319 3, 637 2, 550 
IR ee ae .dakeeke 2, 593 1, 338 510 
Totalsubstandard._...._____..___....._......-- 6,012 | 4,974 | 3, 060 


4. Status of occupied nonfarm housing inventory 

It thus appears that major portions of the deficient inventory of 
1960 will be in farm housing and in nonoccupied dwelling units, and 
the substandard inventory of 1960 in occupied nonfarm housing will 
be reduced to roughly 7 million units, which will constitute one- 
seventh of the nonfarm households, 


TABLE 23.—Nonfarm occupied substandard dwelling units in the 1960 inventory 
{1,000 units] 





SI es wa sinner 11, 501 
I ID rience be mmamem nme aye 
Substandard vacant units nonfarm____----.__________-_____ 1, 400 

Total Soeeneera Them BN0 TeeAe......<...........-...-..-<+>+--.+-— 4, 460 

Net, nonfarm occupied substandard units___.__.__.__________--________ 7, O41 


5. Geographical distribution of deficient housing inventory—1960 

The geographical distribution of the substandard housing inventory 
supplies important clues for the trend that may be expected to govern 
the future changes in deficient housing. 

With respect to substandard units, the National Housing Inventory 
of 1956 did not differentiate between farm and nonfarm areas, but it 
showed the development of substandard housing as between metro- 
politan areas and housing outside metropolitan areas. It also throws 
light on the position of central cities and their deficient housing. The 
figures of the NHI become more meaningful if compared with the 
distribution of substandard housing in 1950. 

It happens that in 1956 a much higher number of substandard units, 
both absolute and relative, was found outside standard metropolitan 
areas (SMA’s) than inside. Of the 13 million units found substandard, 
nearly 70 percent were found outside SMA’s. (See appendix table 
42.) 

Also the rate of units lapsing into substandard status between 
1950 and 1956 was higher for areas outside SMA’s as for those inside. 
On the basis of these developments we may assume that by 1960 better 
than two-thirds of the deficient inventory will lie outside the metro- 


politan areas. The NHI also revealed the fact that central cities of . 


metropolitan districts do not account for the major share in the sub- 
standard housing inventory, but only for one-sixth of all substandard 
units. 
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TABLE 24.—Substandard dwelling uniis rehabilitated versus standard units 
lapsing to substandard, inside versus outside metropolitan areas 








[1,000 units) 
7 ] 
Inside metropolitan! Outside metro- 
areas | politan areas 
| 

| Number of| Per- | Numberof| Per- 

units cent units cent 
Se tee ; 
ON aN Te a oe a ce eta 25, 625 |__- 90,358 |..<6.2:- 
SS” i ee eee 6,030 | 100.0 | 10, 914 100.0 
Substandard units, rehabilitated, 1950-56........-.....-...- 2, 240 37. 2 2, 298 21.0 
of Uy "4 eee ee 19, 595 100. 0 9, 444 100. 0 
Standard units lapsing to substandard, 1950-56_..........-- 860 44 671 7.1 





A large amount of substandard dwelling units was concentrated in 
the South, when the last decennial census was taken. Since the South 
still holds a large proportion of the Nation’s farms and also a large 
nonwhite population—both sources of concentrated substandard hous- 
ing—we may assume that this will still be so in 1960, 


TABLE 25.—Substandard dwelling units by regions, 1950 











[1,000 units] 
etoile reser = nent otic 
Northeast North South West 
Central 
Fa ao ceeerinigtao nainint 12, 051 13,7 13, 654 | 6, 533 
Dwelling units substandard a okebhn ssSodeadadaniis 2, 189 4, 850 7,053 | 1,361 


OO ae cst ak cisceingieinnangs 18,2 35.3 | 51.7 


6. Racial distribution of households in substandard dwellings 


The NHI has not yet revealed to what extent minority housing has 
been affected by the reduction in substandard units. Woon the 1950 
census it is, however, evident that nonwhite housing, while it has a 
higher percentage rate of substandard units than white housing, is 
not responsible for the bulk of such housing. 


TABLE 26.—Occupied substandard housing by color of occupant, 1950 


{1,000 units] 
White Nonwhite 
INI IN sae ead cebenanad dnesebaeasmedeucaion 39, 044 3, 783 
OU IE... « censtaensnscnceupstinwsetnatthivabéubhoubuthceatderies 12, 396 2, 768 


7. Owned versus rented units 


A great deal of the substandard inventory is in renter occupied 
units, especially apartments, and these units will also present the major 
problem of rehabilitation and replacement in the future. At the out- 
set it should be noted that the housing inventory of 1956 showed nearly 
double as many units as owner occupied than renter occupied. 








50 STUDY OF MORTGAGE CREDIT 


TABLE 27.—Percent of occupied dwellings which are owner-occupied, 1940, 1950, 
and 1956 


[1,000 units] 


Percent of 

occupied 

dwellings 
occupied by 


Total 
occupied 
dwellings 


Owner- 
occupied 
dwellings 


owner 
1940 . 34, 855 15, 196 43.6 
1950 $2, 826 23, 600 | 55.0 
1956 - Senne: 49, 873 | 30, 120 60.4 


Although the quantity of substandard units in the owner-occupied 
group nearly equaled those in the renter-occupied group, the propor- 
tion was much greater in the rental units—namely, 28 percent—as 
compared to the 16-percent rate of owner-occupied inventory. 


TABLE 28.—Substandard dwelling units by tenure, 1956 


[1,000 units] 


Owner- Renter- Vacant 
occupied occupied 
I oo isc nleaeteciesinlunnmnbniatiovatiinn 30, 120 19, 753 5, 468 
Dwelling units substandard ............-.-_-- 5 4. 898 5, 590 2, 604 
Percent of.units substandard__-...........-.-- d 16.3 28.3 47.6 





As table 29 suggests, a larger percentage of owner-occupied units 
(34.7 percent) was rehabilitated than renter units (25.7 percent) be- 
tween 1950 and 1956 and a smaller amount of standard units in the 
owner-occupied group (4 percent) lapsed into substandard status dur- 
ing the same period than in the renter group (7 percent). 

TABLE 29.—Status change of owner versus renter-occupied dwellings, 1950-56—- 
‘Relative ratios 


Percent of 





itated and 





substandard | 
units rehabil- 


Percent of 
standard 
units which 


have become 








repaired substandard 

I a an rem eanenenpanhamnmiboniinnd: | 31.6 5.4 
NE Ns picetcmcipewa ns dneunenneeeeeunncdetnnsntetesocecunneeewcen| 34.7 4.3 
Renter-occupied -------- s/o diaiesladndadobth Seetiaince Dedman eid optiasAs mean dein d Giakh st acest 25.7 7.0 


Parr II. Forecast or CHANGES IN SUBSTANDARD INVENTORY, 
1961-70 


1. The major factors affecting substandard units 

In attempting to forecast the development of substandard housing 
from 1960 to 1970, we somewhat remove ourselves from reality of 
recent data and move into the realm of speculation of future variables. 
Developments until 1960 can be predicted with some degree of accu- 
racy because we have already passed through half the phase that is 
remaining after the National Housing Inventory established a firm 
base for estimates in 1956. What is going to happen after 1960 will 


depend on many variables, over some of which national policy will 
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have control, while others will be determined by extraneous factors. 
We have, however, somewhat of a basis for predictions from the fact 
that certain trends in the development of housing have been observed 
since 1930. These trends have established themselves rather firmly, 
and have persisted through the depression, two wars, and a severe 
recession. ‘They are in the main the trend toward i improved standards 
of building and maintenance, rehabilitation of units lacking major 
facilities, growing home ow nership, and residential growth of metro- 
politan areas. It is reasonable to assume that these trends will persist 
through the 1960’s, even if cyclical movements, technological changes, 
and new trends in population growth, and direction of national income 
should intervene. 

(a) Slowdown of aging.—The large increase in new housing during 
the decade—especially in the second part—w ill slow down the process 
of aging of the existing housing stock and tend to reduce the propor- 
tionate share of the substandard stock. 

(6) Increase in home ownership.—As table 27 suggests, the present 
trend of increasing home ownership will suggest better standards of 
maintenance for the 1960-70 housing inv entory and an accentuation in 
the repair and rehabilitation of existing units. 

(c) Metropolitan growth—The relative growth of metropolitan 
areas will have a favorable effect on the reduction of substandard units 
both by direct rehabilitation and proportionately by raising the metro- 
politan share in total housing. 

(d) Regional trends—The highest rate of substandard inventory 
existed in the South, which held approximately 30 percent of the hous- 
ing inventory, but 45 percent of the subst indard housing of the Nation. 
The rate of new construction in the South has consistently increased. 
Because of the lack of adequate statistical data for the period between 
1950 and 1956, we do not know ‘whether improvements of housing 
standards have taken place at the same rate as in other regions or at a 
larger rate. Undoubtedly, major efforts during the 1960-70 period 
will hi ave to be directed at the South to reduce substandard housing in 
this region. 


TABLE 30.—Regional share of total substandard dwellings, 1950 (1,000 units) 


Percent of total 


Region: substandard units 
renee Aiaited (betes. aie so. te a i ee 100. 0 

ia sciatic ae ci Sl a tg er nai 14.1 
I a ke 31.4 
a ae ahd dO plea cos 45.7 

TV Be Sh SRE ee ete he OE Oe gd 8.8 


(e) Minority housing.—Likewise the influences of changes in the 
racial composition of housing occupancy are hard to predict. . In 1950 
a much larger rate of substandard housing existed in the nonwhite. 
than in the white housing inventory. New construction and other net 
additions to the housing inventory were proportionately larger in 
white than in the nonwhite segment of the housing stock. We can be 
certain that the total changes in the substandard | inventory to be ex- 
pected in the decade 1960-70 will be relativ ely minor. Even if decided 
efforts are made to concentrate improvement efforts in nonwhite areas, 


their ratio is too small to produce significant reductions of the overall 
substandard housing stock. 
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TABLE 31.—Occupied substandard housing by color of occupant, 1950 


[1,000 units) 
| ! 

| Percent of 

| Total dwell- | Substandard | total sub- 

ing units dwellings standard 

| units 

Total occupied dwelling units...............------------------ 42, 827 | 15, 164 100.0 
Bo el 39, 044 | 12, 396 84.7 
I Rite aie aewaies 3, 783 2, 768 18.5 


ee A fe as. vd 


2. Components of change 

As in the past decades, the largest improvement in housing standards 
will be by repair and rehabilitation of existing units, while the 
dominating negative factor will be the lapse of standard units into 
substandard character. Again as in the past the balance between 
the contrasting influences should be in favor of a reduction in deficient 
dwellings. 


TasLe 32.—Forecast of changes in inventory of substandard dwelling unite 
(including farm and vacant) , 1961-70 




















1,000 unite 

I i ccsnns calaenlapecenrensiningienmeptaniicnte abinahindiniaighniodnanbetyiieie it 3, 180 
Standard units to lapse to substandard____..-..-.--.-~.----..-._-- 2, 120 
I I messin cinder niesupendaoiepabinesh 630 
Substandard units created by conversions......-...-.----...--.--- 430 
I See etnasicy pn ion dal ining ilacn dpemnsmnnilchntaceeip poate 7, 770 
Substandard units rehabilitated, now standard____-_----.______-__. 4, 600 
Nc hctertcinti chides sicecienhanea csioapialeamd htc tencvbocistenininhetgsesideiccoennie enti 1, 800 
I RT a a wn ican gtafememgtslinonumevionepniamiis 470 
Other causes (net of additions and deletions) _-_--._------____-_-__ 900 
id celal leedhunintsnentbieypianemeeal 4, 590 


(a) Dilapidation, aging, and conversions.—The record of the past 20 
ears proves that the main reason for so many units to dilapidate or to 
ose standard sanitary facilities is not age, but the lack of proper re- 
pair and maintenance. We are, therefore, entitled to believe that the 
aging of the housing stock in the next 10 years may be counterbalanced 
by better maintenance of existing structures and thus produce a 
smaller increase in substandard units through dilapidation or loss of 
facilities than the past decade. ‘On the basis of the last decade’s 
changes, we anticipate 2,120,000 units lapsing into substandard status 
in the decade of 1960-70; an about equal number as in the 1950-60 
decade, but a smaller proportion of the total. 
Conversions had a share in adding to the substandard housing in- 
ventory, but they can be expected to me fewer in the next 10 years. 
(6) Repair and rehabilitations.—As the result of improved hous- 
ing standards during the past two decades, the total number of units 
to be removed or rehabilitated is becoming smaller. Yet we may an- 
ticipate that over 4,600,000 existing at the end of 1960 will be taken 
out of the substandard category by 1970. 
The rate of repair and rehabilitation played such an outstanding 
role in decreasing the substandard stock in the 1940’s and 1950’s that 
it is likely to continue in the next 10 years. Obviously, high national 
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incomes, ease of consumer credit, and Federal inducements in the Na- 
tional Housing Act, as well as enforcement of sanitary and buildin 
codes by municipalities created favorable conditions for high rates o 
such renewals of the old housing stock in the past two decades. On the 
other hand, we may hope that the rate of new construction of substan- 
dard units will decline. We havea factor here over which there exists 
a high degree of social control. Both national housing policies and 
local planning and building codes are able to exercise an influence over 
building standards. It can be hoped that the increasing conscious- 
ness of the community about the importance of high standards of hous- 
ing will tend to reduce the percentage at which such substandard 
houses are still infiltrated into the housing structure. It would about 
equal the decrease of substandard units brought about by mergers. 

(c) Demolition and removals, urban renewals.—Compared with the 
repair and rehabilitation, demolitions and other removals from the 
housing stock have been small in the past 20 years, and there may be 
debate and argument about the number of demolitions that will occur 
in the next decade. Economic changes in urban structure, migrations 
to the suburbs, building of superhighways inside and outside of cities, 
may occur at a higher rate in the next decade than in the past, yet, by 
themselves, they are not expected to exercise a significant influence on 
the rate of demolitions and removals of substandard units. Experi- 
ences of the decade behind us have shown that such programs have 
only resulted in relatively minor changes of the substandard housing 
inventory, and even a doubling of the past rate would not affect the 
substandard total toa substantial degree. Repairs and rehabilitations 
would remain paramount. 


TABLE 33.—Dwelling units removed from nonfarm housing stock by demolition or 
disaster losses, by decades (1,000 units) 


Period: Unite removed | Period—Continued Unite removed 
NO chins eniaresocenptecnie an encaaranales 1930-39 


(2d) Changing standards.—The question of to what extent urban 
renewal will push up the existing trend for demolitions of substandard 
units is largely one of national policy. The answer will largely 
depend on what standards of housing we want to obtain. Such stand- 
ards are in constant flux. 

There can be little argument about the fact that standards of hous- 
ing have changed in the past 2 decades and are likely to change in 
the next 10 years again. The past two decades have not only lifted 
technical inl sanitary requirements for individual dwellings, but have 
altered incidentals of housing, such as community facilities and neigh- 
borhood standards. We have come to look at substandard housing 
no longer exclusively from the point of view of the individual dwelling 
unit, but have accepted the idea that a well-kept house with all facili- 
ties is affected by deficient neighborhood standards and lack of com- 
munity facilities. It is for these reasons that much housing that 
was not deficient in itself has been removed or demolished if it was 
located in blighted or slum areas. This movement may, and possibly 
should, gain strength in the 1960’s. Still, we assume that the rate 


of demolitions will not increase by more than 50 percent over the 
41549—59——34 
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rate that it had in the past decade, and our forecast is based on this 
assumption. 

Along with demolitions and removals, mergers will also decrease 
the deficient housing, but numbers of merged units will about equal 
those of added conversion units in substandard quality. 


3. Net changes of substandard inventory 

On the basis of the foregoing assumptions, we would have a decrease 
of 4,600,000 units as compared to the 1960 basis. 

The decrease of substandard units will affect the 1970 substandard 
inventory as follows: 
Total United States substandard inventory, Jan. 1, 1961 
Net decrease, 1961-70 4, 590, 000 


Substandard inventory, Dec. 31, 1970 6, 911, 000 


4. Net changes in occupied nonfarm units 


The expected decrease of total substandard units—roughly, by 4.6 
million units—will, in part, occur in farm and nonfarm vacant units, 
2 categories which have an unusually large number of substandard 
complements and will still have a large number of deficient units 
in 1960. To arrive at an estimate of the occupied nonfarm inven- 
tory, we must separate this complement. It would be desirable, of 
course, to remove during the next 10 years all substandard dwellings, 
but it might be unrealistic to accept this postulate for the farm inven- 
tory, which is still heavily beset with deficient housing. 


TABLE 34.—T otal and substandard farm dwelling inventory 


[1,000 units] 





Total Estimated 
substandard 





7, 642 6, 912 
6, 358 4, 974 
5, 100 3, 060 


1960 
dde —1, 530 


d d 1960-70 





1 No change. 


In the past substandard farm inventory has partly disappeared by 
abandonment or demolitions but many units have also been “statis- 
tically” lost by merging into urban areas and been counted in the 
nonfarm inventory. If we assume that this movement will continue 
in the 1960’s, we may anticipate that losses will about equal the rate 
of the past years but in number fall back behind the past decade. It is 
not unreasonable to assume that 1,500,000 farm units—nearly half a 
million less than in the past decade will be taken out of the substandard 
category. 

The changes in the substandard vacant inventory are difficult to 
assess, Since vacancy rates depend on cyclical changes, features of sea- 
sonal occupancy, double households, etc. It may be assumed that with 
improved standards of the occupied housing inventory the vacant in- 
ventory will also have less substandard units and that as we assumed 
for 1960 less than 15 percent of the nonfarm substandard inventory 
will be vacant, a total of 700,000 units for 1970. 
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After deduction of vacant and farm substandard units the occupied 
dwelling inventory in 1970 will have 4,681,000 substandard units, con- 
siderably less than 10 percent of all nonfarm households. 


TABLE 35.—Net decrease in substandard inventory, 1960-70 
[1,000 units] 


1960 sd ‘os lia 
| 1960-70 


A a nce wneesincseess 11, 501 6,911 | 4, 590 


WIR pepkrapon contd en eee dues ewecacecsosuucécenwens 3, 060 | 1, 530 | 1, 530 

IG I ko ee cuison aaa 1, 400 | 700 | 700 

RR NN eo 8 ices cemiarciimeniwintombleiinas | 7, 041 4, 681 2, 360 
| 








Replacement demand for nonstandard units 


If we assume that for each dwelling unit demolished or otherwise 
removed from the housing inventory a new unit will have to be added 
by construction, we find that removal of substandard houses will create 
a total need of approximately 2,700,000 units for the decade, or 270,000 
units on the average each year. 

Obviously along with the substandard inventory some standard units 
will be removed both by voluntary demolitions and by fire, windstorm, 
flood, and similar involuntary losses. In the past years demolitions of 
standard units have been numerous, though not as large as the sub- 
standard destructions. ( ‘onceivably, as highw ay programs and urban 
renewal programs gain momentum, the ratio of standard units in 
demolished neighborhoods to substandard housing may increase. In 
the urban renewal programs of the 1950-57 period only 5 percent of 
removed units were standard. The ratio might increase to about 20 
percent. Yet because of conversions which create additional standard 
dwellings, the loss of standard units by demolition, flood, etc., does not 
create additional net need for new housing beyond the rate of substand- 
ard replacements. 

As the following table suggests, the replacement demand for the 
whole decade will be in the neighborhood of 2,700,000 units. 














TABLE 36.—Selected components of change for total United States housing 
inventory, estimated for 1960-70 


[1,000 units] 









as |. 
Total | Substandard 


— anes ene tO — $$ ___$_—— 











Demolitions and net removal effect of other causes_.._.........-------- coe —3, 220 | —2, 700 
Mergers-. IS ab lk ook e alin Roan dad babetisdmabead adie tea uand seed tne deni | —603 | —470 
Din ccnmilbeRecekd aad oubdbdidimnbvied buvudeiiedrateeli d SiGe... C } 993 | 


a a aa a a deta ae | 





— 2, 830 





If we may expect an average yearly demand of 270,000 units (in- 
cluding a small number of fatm units), there is no reason to assume 
that the number will be even year by year. It might not be unwise 
to direct a national effort at the removal of substandard housing in the 
first half of the decade, before the construction industry will be faced 
with the increased shelter demand springing from expected increases 
in household formations in the second half of the decade. 
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APPENDIX 


I. TABLES 


TABLE 37.—United States substandard housing, dilapidated housing, and non- 
dilapidated housing lacking sanitary facilities for 1940, 1950, 1956, and 1960 


[1,000 units] 


| 
Nondilapi- 
Total sub- | Dilapidated dated 
standard lacking 
facilities 


18, 364 . 11, 529 
16, 944 2, 

13, 092 

11, 501 


Sources: See source of text table 19. 


TasBLE 38.—Demolitions by age of structures, United States, 1950-56 
[1,000 units] 


Percentage 

Total units Units demolished 
in 1950 demolished of total 
1950- units in 
age class 


Year built 


2 


Source: 1956 NHI summary table 2. 


TasLeE 39.—Dwelling units removed from the United States housing stock 
through federally sponsored urban renewal projects, total and substandard 
removed, 1950-57 


Total units | Substandard 
units 


rs 
o8 | & 


rE oop 
SELSREES |S 


Source: Urban Renewal Project Directory, June 30, 1958, and Urban Renewal Project Characteristics 
of Dec. 31, 1957, Housing and Home Finance Agency, Urban Renewal Administration. 
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Tasie 40.—Characteristics of the substandard dwelling units in the national 
housing inventory of 1956 which were vacant 


[1,000 units} 


1956 total 1956 vacant Percent 
inventory inventory vacant 


Total units 55, 341 5, 467 


Nondilapidated with al: facilities 42, 249 2, 863 
Lacking facilities 8, 888 1, 482 
Dilapidated 4, 204 1, 122 


Total substandard 13, 092 2, 604 
Sources: 1956 NHI summary tables 1 and 4. 


TABLE 41.—Dilapidated and nondilapidated vacant dwelling units for 1950, 
1956, 1957, and 1958 


[1,000 units] 


Dilapidated 
Total vacant vacant 
dwellings 


3, 173 
4, 815 
5, 320 
5, 728 


Sources: 1950 U. S. Census of Housing, and selected issues of the Housing Vacancy Series of the Housing 
and Construction Reports, U. S. Bureau of the Census. 


TABLE 42.—Substandard housing for metropolitan areas, central cities, and 
outside metropolitan areas, 1956 
[1,000 units] 
Inside Inside metro-| Oustside 


central politan metropolitan 
cities areas areas 


Total dwelling units 16, 287 31, 614 23, 727 
Nondilapidated, lacking facilities 2, 788 6, 181 


Dilapidated 1, 335 2, 912 
Total substandard 4, 123 9, 093 
13.0 38.3 


Source: 1956 NHI tables 1 and 4. 


TaRLE 43.—Quality characteristics of owner versus renter new construction, 
1950-56 


{1,000 units] 


Source: 1956 NHI summary table 1. 
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TABLE 44.——Rehabdilitation of substandard housing, 1950-56, for dilapidated 
units versus nondilapidated units lacking sanitary facilities 


{1,000 units] 





Units rehabil 
1950 itated to 
| inventory standard 
| condition condition, 
1950-56 
Ea =A 7 ‘4 
Units lacking faciliti¢s...-..........--..----------- <iddan hanno nkeminemiens | 12, 461 | 8, 648 
ee eee baetehaKinenewcsabueshienssce ts | 4, 483 | 890 
ARES Cotte h RRO OE SORE: ESI AOD AE ERE AE a 16, 944 | 4, 538 
| 





Sources: 1956 NHI summary table 4, and 1950 Census of the United States. 


Ii. NOTES TO TEXT TABLES 


General note on adjustments 


Substandard inventory totals and other characteristics reported at less than 
100 percent have been adjusted for nonreporting units. Units of the 1956 
National Housing Inventory (NHI) summary table 4, for which 1950 data 
were not available, have been adjusted on the basis of 1950 census characteristics 
after allowance for units removed from the inventory per NHI table 2. 

Table 19: Sources—1940 Census of the United States, 1950 United States 
Census of Housing, 1956 NHI, 1960 substandard -inventory computed from text 
table 21. 

Table 20: Source—1956 NHI summary tables 1, 2, and 4. 

Table 21: Source—Computed from text, table 21. Lines 3, 5, 6, and 8 are 
at equivalent average annual increments computed from table 21; rehabilitated 
units are computed at average annual rate applied to 1956 substandard inventory 
of text, table 19; substandard new construction is computed from the rate of 
NHI summary table 1 applied to estimated new construction of 5,400,000 units; 
substandard removals due to mergers are computed at half of the 1950-56 
average annual increments. 

Table 22: Source—1940 Census of the United States, 1950 United States Census 
of Housing, 1960 total farm units projected from 1950 census figures on basis 
of number of farms, 1954-56, 1957 Statistical Abstract of the United States, 
table 780. 

Table 23: Sources—Text tables 19 and 27. 

Table 24: Source—NHI summary table 4. 

Table 25: Source—1950 United States Census of Housing. 

Table 26: Source—1950 United States Census of Housing. 

Table 27: Source—1940 Census of the United States, 1950 United States 
Census of Housing, NHI summary tables 1 and 4. 

Table 28: Source—NHI summary tables 1 and 4. 

Table 29: Source—Computed from NHI summary table 4. (Norre.—Percent- 
ages computed for comparison purposes only; applicable to basic 1950 inven- 
tories, as 1950 versus 19856 cross tabulation excludes approximately 10 million 
1950 units which were not reporting in 1950, for which 1950 data were uniden- 
tified, or which were removed in other components of change.) 

Table 30:, Source—Computed from text table 32. 

Table 31: Source—1950 United States Census of Housing. 

Table 33: Sources—Leo Grebler, D. M. Blank, L. Winnick, Capital Forma- 
tion in Residential Real Estate, National Bureau of Economic Research, 1956, 
page 329; 1950-56 from NHI summary tables 1 and 2. This figure includes farm 
housing and is the sum of demolitions and the net of removals for “other causes” 
and additions from “other sources.” 

Table 34: Sources—See note to table 27. 
Table 35: Sources—See note to table 28. 
Table 36: Sources—See note to table 28. 
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C. Relationships Between Family Income and Housing Expense 


RELATIONSHIPS BETWEEN FAMILY INCOME AND 
HOUSING EXPENSE 


JAMES N. MORGAN, Survey Research Center, University of Michigan, 
Ann Arbor, Mich. 


This statement was prepared in response to the following question : 


What is a proper relationship between family income and 
housing expense from the saideaads of purchase price and 
annual income as well as monthly housing expense and 
monthly income? 


The policies of mortgage lenders, and of Government mortgage in- 
surers are based on certain assumptions about the amount that indi- 
viduals in various situations can afford to spend on housing. By 
setting maximum allowable mortgage loans and repayment periods 
and minimum downpayments, it is hoped to keep people from ex- 
cessively burdensome housing costs, and to reduce the chances of 
defaults and foreclosures. 

The FHA Underwriting Manual recognizes that no simple rules are 
sensible in this matter : 


One of the principal problems in mortgage credit analysis 
is to determine whether a mortgage obligation will be within 
the mortgagor’s financial ability to pay. The rules of thumb, 
“monthly mortgage payment should not exceed 25 percent of 
a mortgagor's income,” and “value of the property should not 
exceed 214 times the mortgagor’s s annual income,” have been 
demonstrated to be unreliable as criteria, and, in fact, unsound 
in principle. Specific maximum ratios for all mortgagors 
are not practicable because of variations in local conditions, 
living standards, different family housing needs, and other 
conditions affecting ability to pay (p. 1654). 


What this statement does not mention, however, may be the most 
important aspect, i. e., desire for a home and willingness to sacrifice 
to get one. These may well be more important than anything else, 
once one gets above the very low income levels. The chart given on 
page 1655 of the manual as a sort of standard range of permissible 
prospective monthly housing expense, and the charts prepared for 

each insuring office jurisdiction, are apparently based at least in part 
on the actual loans extended. They thus represent practice, rather 
than a new independent estimate of what might: be possible. ‘Indeed, 
the proportions of income seen as allowable ‘for housing drop as one 
goes up the income scale, when obviously the potential funds available 
for housing are increasing. 

It is also difficult to compare the FHA figures with others, since 
both “net effective monthly income” and “prospective monthly housing 
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expense” are the result of complex definitions and estimates. The 
most interesting aspect of the chart in the manual, however, is the 
wide range exhibited in the actual experience. 


VARIABILITY IN CONSUMER BEHAVIOR 


Tables 45, 46, and 47 presented here are based on the nonfarm part of 
the national samples used in the surveys of consumer finances, which 
are conducted cooperatively by the Federal Reserve Board and the 
Survey Research Center of the University of Michigan. These tables 
also show a wide spread of actual housing cost even within family 
income groups. It must be remembered, however, that they too show 
only actual experience, and do not tell us how much people could 
safely put into housing if they were allowed to, nor how long the re- 
payment period could be (allowing more house even with the same 
current outlay). 

Even taking into account the fact that the lowest income group 
among homeowners includes many retired people with their homes 
paid for (and the free housing not included in their income), table 45 
shows a wide variety of mortgage payments within each income level. 
Since a significant and varying part of monthly mortgage payments 
represents amortization of principal, and since they include in varyin 
degrees other costs such as insurance and taxes, they are not a par 
measure of the real economic cost of housing to the consumer. Even 
if mortgage payments include insurance and property taxes, they do 
not include other costs of housing such as utilities, maintenance, de- 

reciation, foregone interest on the owner’s equity invested in the 
soi On the other hand they include amortization of the principal 
of the mortgage which is not a cost to the consumer but represents 
saving invested in the house. 


TaBLe 45.—Monthly mortgage payments by family income groups, 1957 and 1958 
surveys* (nonfarm homeowners with mortgages only) 


[Percent of families] 


| 
Total family income | 
| 





bt 
| All | Less 


























| $5,000- $6,000- | $7,500- | $10,000 
Monthly mortgage payment in- than | $5,999 | $7,499 | $9,999 and 
comes | $2,000 | $2,000- | $3,000- | $4,000- over 
$2,999 | $3,999 | $4,999 
Less than $30. 9 31 35 19 12 7 4 3 5 
$30 to $39. 8 13 8 16 13 10 6 6 3 
$40 to $49 1 10 5 21 14 12 12 8 8 
$50 to $59. .... 17 14 16 13 22 22 18 16 7 
$60 to $74 14 17 19 18 23 23 20 18 
75 to $99. 2? 8 15 7 17 21 27 28 26 
$100 to $149. 10 6 + 2 2 5 10 16 20 
$150 and over 3 4 () 3 2}; @® @) 3 13 
OO sik citi dicdnncnnccie 100 100 100 100 100 100 100 100 100 
Estimated number of cases- 600 7 65 120 190 250 375 375 375 
Percent of owners who have 
int dieaidtionnmictoescened 17 32 48 57 65 76 71 60 
Interpolated median pay- 
ee: $o4 $48 $51 $47 $55 $60 $67 $72 $84 





i Includes taxes and insurance, even utilities in some cases, not in others. These items are, however, only 
a small part of total mortgage payments. 
2 Less than 0.5 percent. 


Source: 1957 and 1958 surveys of consumer finag ces. 
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On the other hand, the value of a house is a rather good measure of 
its economic cost to the user. Taxes, interest on the investment, util- 
ities, insurance, maintenance, depreciation, are all proportional to 
the market value of the house. Hence, the differences in house values 

iven in table 46 represent similar differences in the cost of housing to 

amilies.: Here again the wide diversity of consumer behavior pat- 
terns is evident. There are a few people during these pu with tem- 
porarily low incomes, but not a very large number. There are others 
. where income has changed since the house was purchased, but since 
many people purchase homes in the middle of their earning span or 
earlier, their incomes are as likely to rise as fall. 


TaBLE 46.—Value of owner-occupied nonfarm homes, by family income groups 
(1956-58 combined )* 


{Percent of families] 











| pe | Family income 
Value of home | incomes | l l | l l 

| | Under | $1,000- | $2,000- | $3,000- | $4,000- | $5,000- | $7,500 

$1,0002 | $1,999 2 $2,999 $3,999 $4,999 | $7,499 | and over 
seem cine ail i cain a tig ci actin 
Under $2,500......___| 4 | 16 | 11 | 8 | 5 | 4 | i} @ 
$2,500 to $4,999... | 8 | 19 | 14 | 17 | 15 | 12 | 4 2 
5,000 to $7,499... __| 14 | 30 | 24 | 25 21 16 12 4 
37°50 to $0,000. 15 | 11 | 15 16 | 20 | 21 19 9 
$10,000 to $12,499... _| 19 | 15 17 17 18 | 22 25 16 
$12,500 to $19,999... _- 26 6 | 14 | 13 | 16 | 19 32 36 
$20,000 or over_-.----| 14 | 3 | 5 | 4 | 5 | 6 Tl 33 

eS 100 100 | 100 | 100 | 100 | 100 | 100 | 100 

Interpolated median., $11,185 | $6,250 | $7. 666 | $7, 500 $8, 625 $9,650 | $11,400 | $16,475 
Number of cases.....| 4, 790 | 224 | 307 | 335 | 368 | 525 | 1,383 | 1, 446 
Mean (1958 only)....| $12,580 | $6,700 | $9, 250 $3,520 | $8. 550 $10,200 | $12,250 | $17,830 


1 From the 1956, 1957, and 1958 surveys of consumer finances. 
2 Most of the people in these income groups are old, retired people. 
3 Less than 0.5 percent. 


Table 47 shows the rents paid by renters, combining survey data for 
6 years to provide stability, since rents did not change much durin 
this period. Here there is somewhat less diversity in amounts nai 
within an income group, but still a great deal. Renters are presum- 
ably freer to move than homeowners. The owners can have substan- 
tial changes in income, particularly spending unit or family income, 
during the period when they are paying for a house, and even more 
during the longer period in which they own the house. 
This last point deserves some emphasis. For most families, the 
need for housing space occurs before the peak earning rates of 
the family head are reached.? It also occurs while the wife is out of 
the labor force, often temporarily. While the FHA Underwriting 


2An independent check by appraisers indicated that respondents’ estimates of market 
values of their homes were reasonably accurate and not systematically biased, see: 
J. Lansing and L. Kish, Response Error in Estimating the Value of Homes, Journal of the 
American Statistical Association, 49 (September ne §20—5388. 

Survey data on property taxes indicate that while here are some regional differences, in 
qynerel they are proportionate to the market values of houses, see: DB. S. Maynes and J. N. 

organ, The Effective Rate of Real Estate Taxation: An Empirical Investigation, Review 
of Economics and Statistics, XX XIX (February 1957), 14-22. 

? See John Lansing and James Morgan. Consumer Finances Over the Family Life Cycle, 
in Consumer Behavior II, Lincoln Clark, edition, New York, N. Y., U. of M. Press, 1955. 
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Manual allows the income of “secondary mortgagors” to be included 
in “effective income” under certain conditions, it states explicitly : 


In many cases the secondary mortgagor is the wife of the 
principal mortgagor and her income may not continue 
through the early period of mortgage risk. A proper conclu- 
sion on this point will require a determination as to whether 
the wife’s employment is a definite characteristic of the family 
life, i. e., a condition which may normally be expected to pre- 
yail.: This analysis of the wife’s employment will take into 
consideration such factors as her age, size of family, length of 
time married, length of time employed, length of time em- 
ployed since marriage, nature of the employment, training for 
the work, and whether her employment is definitely needed or 
required to meet the minimum living necessities of the family. 
The wife’s employment may be a definite characteristic of 
families in the lower income groups in some localities * * * 
When a favorable conclusion cannot be reached with respect 
to the permanency of the wife’s employment, no part of her 
income can be considered as effective. If it cannot be con- 
cluded that a wife’s employment will continue during the 
early period of mortgage risk, there is no justification for 
including an arbitrary percentage of her present employment 
income as effective income (p. 1616). 


TABLE 47.—Monthly rent paid by family income groups, 1958-58 combined * 


[Percent of families] 


Monthly rent Less than) $1,000 to | $2,000 to | $3,900 to | $4,000 to | $5,000 to $7,500 
$1,000 $1,999 $2,999 $3,999 $4,999 $7,499 or over 


SS ES 34 | 25 11 | Re an i 
$20 to $29... _- RE ‘ 19 5 | : neart 
en MU 0 cor ee eee 3 20 | 3 | ‘ 
$40 to $49__. 1 Te: ¢ 20 | 3 5 
$50 to $74 3 5 25 34 | 39 | 4 
1 CRESS : ; 
SII 2 = os ee Oe ee I 
SOD noe hE Nn se 
! 
| 





a Ie 100 
Interpolated median .______.__.| 28 3% 5 $60 | 
Number of cases (approxi- | 
mately) ___- al 5g 1, 260 
Mean rent (1958 survey only) -.} ‘ : $61 


! Includes utilities in some cases, not in others, depending on what is included in the contract rent. 
Source: 1953-58 Surveys of Consumer Finances. 


In practice this is apparently often interpreted to prospective appli- 
cants in a simpler form: “You can’t count your wife’s income unless 
she is over 40.” This rule would make it impossible to make any 
allowance for situations where the wife plans to work between the 
periods when: she is having babies. Particularly among families of 
minority races, where inlaws are more frequently available in the 
home or nearby to take care of the children, and where the wife 
works at jobs where it is easy to set. her own schedules, e. g., house- 
work, such a procrustean policy would be likely to work a real hard- 
ship. It is entirely possible to think of situations where there are 
several children, a grandparent, and a wife all working, but where 
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none of their incomes could be counted as part of “effective income” 
under FHA rules. Some consideration might be given to this situa- 
tion. Certainly it means a reduction of the risk that the family in- 
come will be cut so low as to make the family unable to meet the 
mortgage payments, 

In a similar manner, people whose incomes are almost certain to 
rise within the mortgage period, and rise substantially, may be forced 
to settle for a house that is too small for their needs, and must then 
either face the inconvenience and cost (including brokers’ fees) of 
moving, or live in quarters that are too small. Table 48 shows that 
there are systematic patterns of spending unit income over ‘the life- 
time of the head of the unit. The level and shape of these patterns 
depend on the education level of the head. ie ularly for highly 
educated people, however, there can be predicted substantial increases 
in income during the period of mortgage payments. For them, re- 
stricting mortgage loans to amounts which seem reasonable in relation 
to current income would appear unnecessarily cautious and restrictive. 


TABLE 48.—Average disposable income by age and education, 1956 and 1957 
incomes, for white nonfarm spending units only’ 


- f° Number of years of formal education 


Age 7x ; sc ~ ee ee 

1to8 9toll 12 (high 13 to 15 (some) 16+(college 

school grade) college grade 

18 to 24 | $1, 880 $2, 730 $2, 950 $2, 700 $4, 480 
25 to 34 eee 3,610 4, 870 4, 9SO 5, 440 6, 500 
35 to 44__- ; r 4, 420 | 5, 040 5, 490 7, 530 8, 240 

45 to 54_. : z ea 4,510 4.670 6, 230 7, 460 9, 71 
55 to 64 5 3,610 | 4, 750 6, 240 5. 790 | 7,670 
65 and over. ean Saale 2, 110 2, 493 3, 560 3, 380 8, 950 











1 Data combined from the 1957 and 1958 Surveys of Consumer Finances. Numbers are rounded to the 
nearest $10. 


LACK OF ADJUSTMENT OF HOUSING SPACE TO FAMILY SIZE 


In this regard, it is of some importance to note that more complex 
analysis we have made from the 1955 Survey of Consumer Finances 
on number of rooms, rent or house value, indicate that two factors— 
whether people own or rent, and their income level—have more effect 
on housing consumption than does the number of people in the fam- 
ily. Excluding single-person families and those where the head is 
over 65 and those with family income less than $2,000, we find that 
the average effect over 6 income groups and 3 family sizes, of moving 
from renting to owning, is to increase the number of rooms by 18 per- 
cent or eight-tenths of a room. The average effect over 6 income 
groups and 2 homeownership categories of going from 2 people to 5 
or more is to increase the number of rooms by about 13 percent or six- 
tenths of a room. And the average effect over 2 homeownership 
groups and 3 family-size groups of moving from an income in the 
$2,000 to $3,999 range to 1 in the range $10,000 and over is to increase 
the number of rooms by nearly one- “quarter or by 1.1 rooms. Even 
in the upper-income groups where one would expect less economic con- 
straint, the number of rooms does not seem to increase as one would 
expect with the number of people in the family. The basic data be- 
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hind these analyses are shown in table 49. The table must be used with 
caution a the small numbers of cases on which some of the 
averages are based. The persistent pattern over the whole table is 
peeerey however. Table 50 shows a similar lack of adjustment of 

ousing to numbers of people in the family using value of house as a 
rough measure of the amount of housing, rather than number of rooms. 
Housing space is clearly not adjusted to the size of families. Home- 
owners consume more housing than renters, and people with higher in- 
comes consume more naan than those with lower incomes; but peo- 
ple with larger families put little if any more money into housing, and 
secure a little more space but not much more. 
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TasLe 50.—Average house value per family, by age, family income, and number 
of people in family, 1955 


[Single spending unit nonfarm homeowning families with head married and 2 or more adults] 








Age of family head 






25 to 34 years 35 to 44 years | 45 to 64 years 








Family income 
Number of people Number of people Number of people 


2 344 5 and 2 | 34 5 and 2 34 | band 
over | over | } over 


























Under $1,000 $600 | $6,000 | $1,500 | $3,000 | $8,940 | $5, 500 | $1,000 
$1,000 to $1,999_. $2, 320 2, 820 |..-- 6,500 | 10,751 | 6,305 3,000 | 1,500 
$2,000 to $2,999 $4, 000 6, 320 2, 333 9, 400 3,350 | 4,230 | 8,044] 7,713 |..--- 

$3,000 to $3,999 7,030 | 5,425 6,445 | 11,800] 6,580 | 6,501 | 9,855 | 8,463] 7,017 
$4,000 to $4,999 9,620. 11,760 8, 382 6, 889 8,007 | 8,663 | 10,350 | 8,435 9, 442 
$5,000 to $7,499 9, 360 | 10,990 9,162 | 10,100 | 11,650 | 11, 980 11,980 | 10,700 10, 390 
$7,500 to $9,999. _____ 11,900 | 15,700 | 11,800 | 13,350 | 14,530 | 14,420 | 15, 520 14, 670 14, 860 
$10,000 and over___..- 14, 500 | 17,290 | 23,400 | 23,410 | 22,460 | 21, 760 22, 540 | 24,310 20, 890 





| 
| | 





Notge.—These averages, particularly fer young and low-income owners, are based on very few cases and 
only the pattern has meaning. 


Some of this apparent lack of adjustment of housing space to physi- 

cal needs may be th 1e result of inertia, some to the fact that with larger 
families the same dollar income may not easily allow more housing 
expenditure since there are also more demands for food, clothing, and 
so forth. But it is also possible that some of this lack of adjustment 
results from the policies of the mortgage lenders themselves, in setting 
maximum mortgages and mortgage payments which depend on in- 
come, and which, if anything, are more restrictive for larger families 
in the same income group. 


UNFULFILLED DESIRE FOR HOUSING 


How do we know that these differences do not represent simply 
differences in tastes and preferences? Is there evidence of unsatisfied 
demand for better housing ? 

In early 1958, more than one-fourth of the homeowners and nearly 
half of the renters had plans to buy a home sometime in the future 
(table 51). Among the only other important group, the related sec- 
ondary units living with relatives (see footnote to table 51), nearly 
half had plans to buy. A substantial number of owners, in addition, 
had plans to make additions to their homes. The frequency of these 
plans, and of hopes expressed in other surveys, combined w ith the lack 
of current adjustment of house size to number of people, betokens a 
substantial unmet demand for housing, for which financing terms may 
well prove a determining factor. 

We are dealing here not with hard economic facts, but with people’s 
attitudes, preferences, willingness to give up one economic good for 
another. They have proven themselves willing to part with substan- 
tial sums of money, and to contract for substantial monthly payments, 
for the purchase of rapidly depreciating cars and appliances. If they 
really want better homes, they will pay for them, too. 
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TABLE 51.—5-year house-purchase plans within present housing status, 1958 


{Nonfarm spending units only] 


Percent of spending units 


| 
| 
Plans to buy | | jerk | | 
Primary | Primary | Primary | Unrelated; Unrelated, Related 
| 
| 





owner renter | other | renter other ‘secondary 

Plans to buy im 1008 *=..........-.00-c625.5 | 6.8 10.0 | 2.0 42225. | 8.8 6.6 
UI EO PR BOE BNO Sine ook scious cnccs 20. 5 35. 5 16. 6 | 29. 5 | 27.7 34.6 
Wes rd os ed Oks | 9.9 | 17.5 6.1 20.7 | 7.6 | 12.8 
I emare 2.4 | 3. 5 5.2 2.8 | 7.6 4.2 
a eel acs 8.2 14.5 5.3 6.0 | 12.5 17.6 
— — — ————————— = = — — 

Ry SN A ES soo on sa nt cde eremennnan 70.4 | 50. 5 78.5 66. 6 59.1 | 48.7 
Skee, Bes NE CORE... oad. i.e 2.3 | 3.9 3.0 3.8 4.4 10.0 
Mc cakoceseetcsidececscedetunceel 100. 0 | 99.9 | 100. 1 99.9 | 100.0 | 99.9 
TOIT OE ORRIN ng re nceantepwnnnan | 48.9 | 31.6 3. 4 | 2.3 | <t 8.2 


1 Includes those who have already bought in 1958, or who are building. 


NoTE.—T ables 51-53 are on a spending unit, not family basis; that is, related secondary units (living with 
relatives but with separate finances) are counted as separate units. 


In early 1955, some 44 percent of nonfarm families had less than 
114 rooms per person, and most of those with larger ratios were older 
people whose children had left home. Even counting children under 
18 as half, there were 30 percent with less than 114 rooms per “equiva- 
lent adult.” 

When renters were asked in 1955 about felt needs for changes in 
housing, many mentioned need for space or better neighborhood, but 
the predominant reply given by two-thirds of them was that they sim- 
ply wanted to own their own home. At that time, a third of them 
had specific plans, another third of the renters reported that they 
were not likely to stay in their present residence or felt that it was 
unsatisfactory. 

Among the smaller group of spending units living with relatives, 
few report any plans to buy a house soon or to move or any dissatis- 
faction with their housing. However, more than a third of them 
have longer range plans to buy a home. 

We conclude that there are many unfulfilled desires to own a home 
and to have more housing. Are these desires unmet because people 
also have other desires they are more willing to pay for, or because 
better housing or financing for it is not available? 


CAPACITY TO PAY FOR HOUSING 


This brings us back to the question whether the traditional rules 
as to what people can safely pay for housing are not too conservative. 
If one did not know how much people make in car payments, what 
would be considered safe? The two attached tables (tables 52 and 53) 
showing installment-debt payments and total fixed payments by spend- 
ing unit income groups indicate that people are often paying as much 
on rapidly depreciating items as others pay on homes, yet the repos- 
session rates, even during the past year, have been remarkably low.’ 


*It should be noted that tables 52 and 53 probably understate the amounts people are 
paying on installment-debt payments. Aggregate checks on survey data tend to indicate 
that people do not report all their debt payments. This merely strengthens the point 
that people can afford substantial contractual payments, if they want to. 
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We suggest that this evidence indicates the possibility that many 
individuals would be willing to pay more on homes than present 
arrangements allow, and without substantial frequency of defaults. 
When we consider the present status of income-maintenance pro- 
grams, Federal and State, and the avowed responsibility of the Fed- 
eral Government to prevent any substantial unemployment in the 
economy, it appears likely that we could safely allow people to buy 
more housing, and that, if allowed, they would demand more. 

Finally, expansion in housing means expansion in many allied fields, 
since owners continue to spend more, at every income level, on house- 
hold furnishings and appliances. 

While the present techniques for tailoring mortgages to the situa- 
tion of the family and the area are useful and will presumably con- 
tinue, we suggest (a) that more allowance be made for even part-time 
wife’s earnings and for the reasonably expected increases in income 
of the head, and (0) that experiments be made with substantial loos- 
ening of income and similar requirements. 
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TasLe 52.—Annual rate of instalment debt payment as percent of disposable 
income within spending unit income groups 


{1957 income, early 1958 payment rate] 


Annual rate of in- 
stallment debt | All in- | Under | $1,000 | $2,000 | $3,000 | $4,000 | $5,000 | $6,000 | $7,500 | $10,000 
r 


payment as per- | comes | $1,000 to to to to to to to ‘or 
cent of dispos- $1,999 | $2,999 | $3,999 | $4,999 | $5,999 | $7,499 | $9,909 | more 
able income 
No a eee 52 73 67 60 52 40 43 35 43 58 
Under 5 percent... 6} @ 1 3 6 7 7 12 14 8 
5 to 9 percent..... ll 1 2 9 12 15 13 14 13 16 
10 to 19 percent.___. 17 7 10 12 14 19 20 28 23 12 
20 to 39 percent..... ll y ll 12 12 16 10 6 4 
40 to 59 percent_.__. 1 6 2 3 () (4) (‘) () 
60 to 79 percent__.__ () 3 1 1 @) (1) (4) (1) (1) 
80 to 99 percent ._.._ (+) 3 1 () () 1) (') (') @ ') 
10 ‘percent and 


over, zero or neg- 


ative income-..-- () 3; @® () ®) () () @) () () 
Not ascertained ---- 1 () 1 1 1 2 1 1 1 2 
Stent 100 100 100 100 100 100 100 100 100 100 
Number of cases.___| 3,117 209 358 307 358 374 371 432 368 340 
Weighted percent 
of sample. .-.....- 100.0 8.3 13.2 10.9 12.6 12.3 11.7 12.7 10.4 7.8 





1 No cases or less than 0.5 percent. 
Norte.—Tables 52 and 53 are of spending units, include related secondary units. 
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TaBLeE 53.—Ratio of regular payments? to disposable income by income, 1957 
(percentage distribution of spending units) 


(1958 income, early 1957 payment rate] 





























| s | 
Ratio of regular | | | | | $10,000 
payments (annu- | All | Under |$1,000 to/$2,000 to! $3,000 to| $4,000 to! $5,000 to|$6,000 to!$7,500to| and 
al rate) to dispos- |incomes| $1,000 | $1,999 | $2,999 | $3,999 | $4,999 | $5,999 | $7,499 | $9,999 | over 
able income | | | 
| | | 
ck ate ic 7 | Pio slGh) oan 
Makes no such pay- | | 
OS eae 6 | 28 14 7 4 3 2 Ls 2) 2 
Under 9 percent__-- 20 19 26 | 28 21 17 13 | 13 | 15 31 
10 to 19 percent_-__. 15 | 7 7 | 15 12 | 12 | 17 18 | 26 28 
20 to 39 percent- - __| 33 | 10 | 24 24 32 | 39 | 43 | 45 | 44 | 28 
40 to 59 percent_ - -_| 11 | 10 16 | 10 17 | 13 13 | 9 | 3 | 2 
60 or more 3___.___- 4 | 17 | 8 | 2 3 2 | 1 1 1 0 
Ratio not ascer- | | 
SS ee ee 11 | 9 | 5 14 11 14 | 11 | 13 | 11 | 9 
————— _ ——————————— SS EEE ab eareecenenindeteneenet } 

Otel. - -) wn 100} 100{| 100 100 100 100} 100 100 100 100 
Number of cases__.} 3,041 | 224 310 325 353 395 | 369 392 327 347 
Weighted percent | | 

of sample. --..-..| 100.0 8.7] 12.1 11.9 12. 5 13.9 SST 37 9.0 8.1 
! 























1 Includes mortgage or rent payments, installment debt payments, social security payments, payments 
into retirement funds, and insurance premiums, 

3 No cases or less than 9.5 percent. 

3 Includes cases where income was zero or negative. 

How could one establish standards for mortgage credit which would 
be realistic and would keep defaults to a reasonably low figure, but 
favorable enough to facilitate the better housing which many Ameri- 
cans clearly want? It is instructive to note that the FHA’s entrance 
into the mortgage field in the 1930’s altered long-standing traditions 
and customs, and with very favorable experience. Since that time 
levels of real income have climbed so substantially that it is quite 

ossible that the proportions of income which people in the third, 
ourth, and fifth deciles of income could safely put into housing are 


higher than they were in the thirties. Perhaps the only way to tell 
would be to experiment: 


41549 av— -35 





















HOUSING COSTS AND FAMILY INCOME 


H. E. RILEY, Chief, Division of Prices and Cost of Living, Bureau of Labor 
Statistics, Department of Labor 


The question discussed in this paper: 


What is the proper relationship between family income and 
housing expense ? 


has been the subject of studies by economists and statisticians for many 
years. Intensive studies of family expenditures, including analyses of 
outlays for housing, were made as early as the 1830’s in France and 
Germany by Frederic Le Play and in Belgium by E. Ducpetiaux. In 
1875, Ernst Engel, head of the Royal Prussian Bureau of Statistics 
originated his “economic law,” which, as translated by Carroll D. 
Wright, included the proposition that the percentage of income spent 
for lodging or rent and for fuel and lighting is invariably the same 
whatever the income.’ This idea has persisted to the present time, 
despite its proven inaccuracy, in the form of various “rule of thumb” 
guides used in judging credit risks. Expenditure studies from the 
middle 1880’s on have shown that rule to be incorrect. Instead, it has 
been demonstrated that the portion of income spent for housing tends 
to decrease as income rises. As total family expenditures rise, the 
amount allocated to housing increases but at a slower rate. 

The first survey of expenditures by American families was made 
in 1874. That study, and others made during the 19th century, was 
concerned with workers’ families, or other groups with relatively low 
incomes. As the proportion of homeowners among these families was 
generally found to be quite low, the measure of expenditures for hous- 
ing usually related to rent, light and fuel. Consequently, there is very 
little historical data on the cost of home purchase in relation to family 
income. 

The studies in this area made during the past 85 years have been of 
two general types: (1) income and expenditures studies, analyzing, 
among other things, housing expenditures in relation to income, and 
the characteristics of the dwellings; and (2) standard budget studies, 
calculating the cost of maintaining a family of a given size at a defined 
level of living and at a specified time and place. 

The first major family expenditures survey in this country related 
to the cost of living of workingmen’s families in Massachusetts and was 
reported by the Massachusetts Bureau of Statistics of Labor in 1875. 
One of the findings in that investigation was that only one percent of 
the families studied were homeowners, a fact which was considered 
“most suggestive and important” as indicative of the condition of work- 
ingmen. The report continues, “How can we even imagine many of 


es arth Suaual Report of the Massachusetts Bureau of Statistics of Labor, March 1875, 
ae. 6 
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them with a competence when so few have been able to take the first 
step toward independence.” 

Some information on homeowner costs has been obtained in most of 
the expenditure surveys made since 1900, but usually the incidence of 
homeownership among wage earners and clerical workers was too low 
to permit detailed analysis of the subject. Thus, the report on a study 
by the United States Bureau of Labor in 1901 limits the major part 
of the information on housing costs to the expenditures of 11,156 
“normal families” which were “families which had a husband and wife; 
not more than 5 children, no one of whom was over 14 years of age; no 
dependent, boarder, lodger, or servant; occupied a rented house, and 
had expenditures for fuel, lighting, food, clothing, and sundries.” ? 

The 1901 survey revealed considerable variation in the proportion 
of family expenditures devoted to rent, fuel and light. These shelter 
costs ranged from 25 percent of total expenditures for families with 
annual income of less than $600 to 21 percent for families in the $1,100 
to $1,200 bracket. Family size was also a significant factor: families 
with no children allocated 26 percent of their expenditures to rent, 
fuel and light, whereas for families with 5 children these costs repre- 
sented 22 percent of the total. 

Later surveys provide more detail showing the inverse relationship 
between income and proportionate housing costs. Thus, the 1918 in- 
vestigation of living costs, conducted by the Bureau of Labor Statistics, 
revealed the following pattern :° 
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TABLE 54.—Percent of total family expenditure for rent, fuel, and light by income 
class, 1918 


| Percentage of 
itotal expendi- 
Income class tures spent 
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The first large-scale investigations providing detailed information 
on differences in housing costs of renters and owners were the nation- 
wide survey of money disbursements of wage earners and clerical 
workers, conducted by the Bureau of Labor Statistics in 1934-36, and 
the 1935-36 study of consumer purchases carried out by the Bureau of 
Home Economics of the Department of Agriculture and the Bureau of 
Labor Statistics as a Work Projects Administration project. 

The latter survey is particularly useful in that it provides data for 
all urban families, except those on relief and those with annual incomes 






2U. S. Department of Commerce and Labor, 18th Annual Report of the Commissioner of 
Labor, Cost of Living and Retail Prices of Food. 

*U. S. Department of Labor, Bureau of Labor Statistics, Bulletin No. 357, Cost of ° 
Living in the United States. 
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over $10,000. The report yields the following figures on the relation- 
ship of homeownership to income.‘ 


TABLE 55.—Home ownership and ratio of housing expenditure of owning to 
renting families by income class, 1935-86 


























| Proportion of single tenure | Ratio of total 
families housing ex- 
a | penditure 
Income level | | of owning 
Owning Renting | torenting 
through- | through- families 
out year out year | 
seaeaiiced —, aa 
Ne ee Da on oe kote camntende snc tues 20.9 | 79.1 | 129.0 
i a a serena miei cin i aeons oa oa | 21.4 | 78.6 124.8 
ST A 0d bil hw chiunedemudes hota anesthe aielaenatadk wate 21.3 | 78.7 121.9 
$1,000 to $1,250 Fe 27.5 72.5 125.3 
$1,250 to $1,500- | 31.0 | 69.0 115. 5 
$1,500 to $1,750 33.5 | 66. 5 111.7 
$1,750 to $2,000 36.9 | 63.1 113.1 
$2,000 to $2,500 43.7 | 56.3 | 105.7 
$2,500 to $3,000--- 50.5 49.5 102.6 
$3,000 to $4,000__- 54.0 | 46.0 | 103. 4 
$4,000 to $5,000 __- 59.3 40.7 103. 5 
Tee ee cnlmaaummaanerenes 63.8 | 36.2 95.7 
| | 


The table shows the progressive increase in homeownership with 
increases in income. The data on ratio of expenditures are also of 
interest in that they suggest that the relative burden of homeownership 
is higher for low-income families and decreases as incomes rise. 
Among all income classes except those over $5,000, however, owners 
housing expenditures exceeded those of renters. 

Another aspect of housing costs which is pertinent to the current 
inquiry isthe trend in the burden of family shelter costs during depres- 
sion periods. Housing costs, and particularly the costs to homeowners, 
tend to be relatively inflexible. The owner cannot reduce his housing 
costs appreciably or in gradual steps if his income declines. He has 
an equity in a specific property and has made commitments, as a rule, 
to pay off a debt on that property. In periods of business recession 
his equity may be wiped out if he 1s forced to dispose of the home in a 
poor market. For this reason, homeowners tend to make great sacri- 
fices in other necessities in order to protect their properties. 

Renters’ expenditures for shelter are also relatively inflexible, al- 
though to a lesser degree than homeowner costs. The financial survey 
of urban housing ® conducted in 1933, revealed that the ratio of con- 
tract rent to income in 52 cities was 24.2 percent. By 1946, according 
to a Census survey, the median monthly rent paid by primary families 
and individuals in urban areas was 11.8 percent of their median in- 
come. While the bases of comparison between the two periods are not 
exact, the great shift in rental costs relative to income is very evident. 
One of the important reasons for this trend is the “stickiness” of 
rents. The rent index of the Bureau of Labor Statistics averaged 83.6, 
on a 1947-49 base, in 1933, and had risen to 91.4 in 1946, a gain of about 





‘Family expenditures in the United States, Statistical Tables and Appendixes, National 
Resources Committee, 1941. Table 182, p. 62. Total housing expenditure for owning 
families includes (1) money expense for interest on mortgage, refinancing charges, tax 
special assessments, repairs, replacements, and insurance, plus i) net imputed renta 
value of the home, i. e., gross rental value minus money expense. oes not include expense 
for fuel, light, and refrigeration. 

5U. S. Department of Commerce, Bureau of Foreign and Domestic Commerce, Financial 
Survey of Urban Housing, David L. Wickens (Washington, 1937). 
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9 percent. In the same period, family incomes increased about 126 
percent. 

The desirability of homeownership for the low-income wage earner 
is a much-debated subject. As noted above, the 1935 survey of family 
expenditures indicated that homeownership was generally more costly 
than rental. The definition of housing expense included, in addition 
to the current money expense, the net imputed rental value. This may 
have exceeded the average downpayments and payments on principal 
used in later analyses. It has been argued that the typical wage 
earner is better off as a renter because he is in better position to change 
locations in the event of unemployment or the development of better 
job opportunities elsewhere. Housing is only one of several factors, 
however, which tend to restrict the mobility of labor. Reemployment 
rights related to job seniority, unemployment benefits, community 
social and religious ties, and job holding by more than one member of 
the family, all tend to hold the family in the community. 

On the other hand, it is generally conceded that homeowners ac- 
quire benefits that are not usually available to renters—more space, 
better adapted to their family’s needs, more community participa- 
tion, and a greater sense of security. That these benefits are recog- 
nized by the average family is indicated by the increasing propor- 
tion of homeowners among the population. Moreover, there is some 
statistical evidence that the cost of homeownership under some market 
conditions does not exceed the cost of renting equivalent quarters.® 
The desire for homeownership has, of course, been easier to satisfy 
in recent years because of the easier, long-term financing available. 

Although most of the family expenditure or “cost of living” sur- 
veys have included descriptive data on the condition of the housing, 
they have not provided specific answers to questions regarding the 
adequacy of the housing for the family’s needs and its cost in relation 
to the family’s ability to pay for it. To answer these questions, 
various authorities have developed standard budgets, specifying the 
amounts and kinds of goods and services required to maintain a family 
at some defined level of comfort, health, and efficiency. 

One of the early and widely known studies of this type was under- 
taken in 1907 by R. C. Chapin. He calculated the cost of maintain- 
ing “a normal standard” for a workingman’s family of 4, 5, or 6 
persons in New York City. He concluded that “an income under 
$800 is not enough to permit the maintenance of a normal standard.” 
This was based on his study of the deficiencies in the living conditions 
of families having annual incomes of $600 to $700, which, he found, 
had “scarcely more than 3 rooms for 5 persons. Three-fifths of the 
families have less than 4 rooms, and more than 114 persons to a room.” 
On the other hand, the $900 income families were found to have 
“shelter enough to meet the most urgent demands of decency. Sixty- 
eight percent of the 900 families have 4 rooms or more.” 

Since the turn of the century numerous budget estimates have been 
made by local welfare agencies, arbitration commissions, research 
organizations, and governmental agencies. Typically, the budgets 
related to the needs of a five-person family and were designed to pro- 
vide for housing which would assure a minimum standard of health 


*See Monthly Cost of Owning and Beating New Housing 1949-50 (Monthly Labor 
Review, August and September 1954, pp. 851-858 and 977-9 3, respectively). 
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and comfort. Efforts to define housing standards in more precise 
terms were made by the Bureau of Labor Statistics in its Budget for 
a Government Employee’s Family of Five in Washington, D. C., de- 
veloped in 1919, and the 1920 Minimum Quantity Budget Necessary 
To Maintain a Worker’s Family of Five in Health and Decency. 
These budgets specified that the housing must comply with housing 
laws, local building codes and ordinances, and must provide adequate 
light, ventilation, sanitary facilities, etc. 

The latest and most detailed standard budget estimates by the 
Bureau of Labor Statistics were made in 1947, in response to a direc- 
tive from the Committee on Appropriations of the House of Repre- 
sentatives “to find out what it costs a worker’s family to live in the 
large cities of the United States.” That budget, usually referred to 
as the City Worker’s Family Budget,’ defined what was considered 
to be “a modest but adequate standard of living” for a 4-person family 
consisting of an employed father, a housewife not gainfully employed, 
and 2 children under 15. The housing standard provided in the 
budget called for a rented house or apartment, containing five rooms, 
including a kitchen, and a bathroom. In formulating the further 
specifications for heat, light, facilities, and equipment, the Bureau 
followed, insofar as practicable, the basic principles of healthful 
housing prescribed by the American Public Health Association. The 
annual cost of the budget in each of 34 large cities was estimated on 
the basis of prices, including rents, prevailing at that time. The 
budget was again priced in October 1951, but has not been estimated 
since that time because the standards and many of the commodities 
included are no longer representative of family spending habits. 

The following table presents the 1951 budget totals, the housing 
cost segment, including rent, heat, and utilities, and the ratio of hous- 
ing cost to the total budget for each of the 34 cities. 


TABLE 56.—Estimated annual cost of city worker’s family budget, October 1951 
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Total | 

City budget} ing | percent of || City |budget| ing | percent of 
| total budget || 'total budget 
iecneaieacapiaaiie acaba 1 conning 

! | i | | | 
IN ice! | $4,315 | $934 21.6 | Milwaukee--_........| $4, 387 $964 22.0 
on Fo aol ay 875 | 20.7 || Minneapolis. -._....- | 4,161 797 19.2 
irmingham......... 4, 252 | 805 Se) En wn pisamncnce 3, 969 61l 15.4 
Semen edhindicatandgaianie |} 4,217 801 19.0 | New Orleans... ...-. 3 812 581 15.2 
ID thn icteginine cto 4,127) 7 18.8 || New York-........... 4, 083 723 | 17.7 
aes 4, 185 | 825 SECT Tl DRIEUER...ccwecsanccne | 4,146 815 | 19.7 
oe pate diatcaes 4, 208 901 21.4 | owe ee Les Moe 4,078 78 19.2 
IE us nti ancien: 4, 103 | 715 | 17.4 || Pittsburgh........... 4, 203 758 18.0 
__ | See 4,199 | 857 | 20. 4 Portland, Maine__.-- | 4,021 | 716 | 17.8 
A ee ee 4,195 | 758 18.1 | Portland, Oreg_.....- 4, 153 764 18.4 
I oe scestoiees | 4,304 | gn4 22.4 || Richmond, Va.....-- 4, 338 | 997 | 23.0 
Indianapolis. _....... | 4,044 689 | 17.0 1] i EL cunecnsccasl “aun 751 18.3 
Jacksonville ss aphlbacitenal 4, 202 866 | 20.6 || San Francisco_.....-- 4, 263 | 798 | 18,7 
Kansas City__....._- | 3.960 683 17.2 \| Savannah............ 4, 067 | 746 18.3 
Los Angeles__.......- | 4,311 854 19.8 | eR ek oe | 4,002 707 17.7 
Manchester, N. H...| 4,090 765 8:7 || Seettie........... caenel. nee S04 18.8 
Memphis...___....-- 4,190 | 865 | 20.6 || Washington, D. C_--| 4.454 | 1,034 23.2 

i i ' i | | 








_ Two features of these estimates are especially significant: the rela- 
tively wide range of housing costs and the importance of shelter in 
place-to-place differences in the cost of living. Housing as a per- 


7 Workers’ Datgots in the United States: City Families and Single Persons, 1946 and 
7, U. S. Department of Labor, Bureau of Labor Statistics, 1948. 


1947, Bull. No. 9 
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centage of the total budget ranged from 15.2 percent in New Orleans to 
23.2 percent in Washington, D. C. The estimated annual shelter cost 
varied from $581 in New Orleans, to $1,034 in Washington, D.C. The 
budget total, exclusive of housing, varied much less, however, ranging 
from $3,231 in New Orleans, the lowest cost city, to $3,476 in Seattle, 
the highest. 

These data illustrate the problems faced in assessing the need for 
Government assistance in this area and in formulating general rules or 
procedures which will apply equally well in all cities. The budget 
estimates are based on going rental rates for approximately com- 
parable housing in all cities, plus costs of heat, light, and facilities. 
Climatic variations, of course, influence both construction and operat- 
ing costs. The more rigorous climate of the northern areas requires 
more substantial and costly construction than is needed in the South. 
Fuel and utilities costs also run higher in the North, as a rule. Local 
rent levels are primarily affected by the demand for and supply of 
rental housing, whereas the prices of new houses built for sale reflect 
changes in costs of materials and labor. It is true, of course, that the 
supply of rental housing is also effected, in the long run, by costs 
of construction, but for practical purposes this factor is greatly out- 
weighed by changes in demand. 

The difficulty of generalizing about the proper ratio of housing cost 
to income is illustrated in data gathered by the Bureau of Labor 
Statistics in its 1950 survey of consumer expenditures. The average 
purchase prices of homes bought by the families interviewed varied 
widely and erratically, partly because of the unusual character of the 
market at that time. A better gage of the variation from city to city 
in housing costs is provided by the estimated market value of owned 
homes, also obtained in that survey. The average for all “index” 
families (wage earner and clerical worker families with incomes under 
$10,000) was $8,422. The value of owned homes in the large cities 
(urbanized areas of over 1 million population) averaged $10,024, as 
against $8,425 in cities of 240,000 to 1 million; $7,613 in cities of 
30,500 to 240,000; and $6,457 in places of under 30,500. These differ- 
ences by city size are related to a considerable degree to income differ- 
ences. Average incomes in smaller cities are lower than average in- 
comes in the larger cities. At the same time, however, shelter costs 
are less in small cities because of lower land costs and construction 
wage rates. Building code requirements are also less stringent as a 
rule in the smaller than in the larger cities, requiring less costly 
construction. 

The standard budget estimates cited above relate to 1951 conditions. 
Any effort to project them to a current period must take into ac- 
count changes in prices and spending habits and possibly shifts in 
the geographical pattern of housing costs. More important from the 
standpoint of this inquiry is the comparison of a current budget esti- 
mate with current income data to formulate some notion as to how 
much families in various income brackets should be able to spend for 
housing and what that will buy in today’s market. 

One test of the validity of the standard budget estimate is to com- 
pare it with independent data based on actual experience. A rough 
check of this type can be made against Federal Housing Administra- 
tion reports on the characteristics of one-family home transactions 
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under section 203 of the National Housing Act. An overall com- 
parison is impossible, because the FHA data pertain to the country 
as a whole whereas the budget estimates relate to individual cities. 
Moreover, there are some time discrepancies between the two sets of 
figures. Nevertheless, with allowance for these differences it is pos- 
sible to derive some interesting conclusions. 

The most appropriate FHA data for a period near that covered 
by the last estimate of the City Worker’s Family Budget relate to the 
year 1952. The home buyers insured under title 203 in that year had 
an average effective annual income of $4,811 as estimated by FHA. 
The estimated median annual housing cost to the home buyer, includ- 
ing mortgage payments, maintenance, and repair, heating and utili- 
ties, was $998. For this the buyers obtained, on the average, a house 
with 5.3 rooms, well up to the budget requirements. Only 1 of the 
34 budget cities, Washington, D. C., shows a 1951 housing cost higher 
than that amount, while the estimate for Richmond, Va., is almost 
identical with it. The budget total for Richmond was $4,338, or $473 
less than the average income of the FHA buyers. Housing expense 
required 20.7 percent of income in the FHA experience as against 23 
percent in the Richmond worker’s budget. Allowing for changes in 
prices between 1951 and 1952 (the housing component in the Con- 
sumer Price Index increased about 2 percent between the 2 years), 
and taking account of conceptual differences (the budget refers to a 
4-person family, contains no allowance for savings other than in- 
surance, and provides for rented, rather than owned living quarters) 
there appears to be a reasonable relationship between the two esti- 
mates. In other words, the comparision indicates that the FHA pro- 
gram was helping to support a housing market which, on the average, 
provided new housing, adequate in size if not in quantity, for mod- 
erate-income families. Moreover, the buyers under FHA insurance 
were not only saving by building up equities in their homes, but they 
apparently had a greater remaining margin for saving or other con- 
sumption than the budget estimates call for. All this may mean, of 
course, is that the FHA program covers only the best risks. It doesn’t 
tell us how many families needing housing and desiring to buy were 
unable to qualify. 

The most recent available data on FHA new housing operations 
show that the median incomes of buyers and the cost of the houses 
has increased. But the houses are larger, both in terms of area and 
number of rooms. The ratio of housing cost to buyers’ income is 19.7 
percent, very little changed from the 1952 ratio. 


TaBLe 57.—Characteristics of 1-family new home transactions, FHA, sec. 208, 
1952 and 1957? 





Median 1952 1957 
ET WE gL akck ds ekhabbedncakunstebabvuwrbarsasubhewsetchaesbbh Wwaskt $10, 022 | $14, 261 
ir tnna Lisimedat eet y hdd pean +onpep i nibneamadeney square feet_- 923 1, 105 
ere ate eect nance erate anna emeneesnaonsather 6 enaoe 5.3 5.8 
NE DS OE TO on ohh hth neck ssil ena de ccccde | $4, 811 $6, 632 
I io twa ui stininceiamnnmameninmdeandb wins g-acel inated $998 | $1, 382 
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1 Data from Federal Housing Administration, preliminary draft, 24th annual report, table 37. The 
expense-income ratio was computed from the averages, rather than the published medians. 
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The expanded programs for governmental assistance in housing pro- 
duction have been confined largely to public housing for low-income 
families and aid to privately financed housing through the Federal 
Housing Administration loan-insurance program and the veterans’ 
loan-guaranty program. In 1956 approximately 17 percent of all 
new privately financed nonfarm housing units started were covered 
by FHA-insured mortgages and 25 percent by VA-guaranteed loans.® 
These figures include both single- family houses and ‘apartments, The 
FHA program, which has been in effect since 1934, offers assistance 
to all buyers who meet the income requirements and whose properties 
conform to prescribed quality standards. The VA program is limited 
to qualified veterans of World War II and Korea, but provides more 
liberal loan ratios at lower interest rates. 

In attempting to answer the question, “How effective is the present 
Federal loan-insurance program in supporting production of housing 
meeting the needs of the population at reasonable prices?” considera- 
tion must be given to (1) the selling prices of new houses; (2) the 
extent to which FHA-insured or VA-guaranteed loans are involved; 
and (3) current family incomes. The following table compares sell- 
ing prices of new 1-family houses built in urban areas of the United 
States during the first quarter of 1956 with the estimated values of 


new houses purchased in 1956 and financed with FHA-insured and 
VA-guaranteed loans.’° 


TABLE 58.—Distribution of selling price of 1-family houses for all units, FHA- 
insured units, and VA-guaranteed units, 1956 


[Percentage] 


Price range Total units | FHA-in- V A-guaran- 
built sured units teed units 


Less than $7,000 @) 
$10, 000 to $11, a ee ee 

$12,000 to $14,999 

$15,000 to $19,999 

$20,000 and over 

Unknown 


1 Less than 0.5 percent. 


It is estimated that there were about 980,000 privately financed one- 
family, nonfarm houses started in 1956. About 19 percent of these 
units were started under FHA home mortgage programs, chiefly sec- 
tion 203. The above figures indicate that the FHA program was most 
influential in the price ranges from $7,000 to $20,000. This is to be 
expected, because of the limited need for financing assistance for the 
high-priced units, and the marginal character of many properties 
valued at under $7,000 which disqualifies them for assistance. The 
data suggest that somewhat over one-fourth of the new units in the 
$10,000 to $15,000 range were covered by FHA-insured loans. 


® Housing and Home Finance Agency, Housing Statistics, September 1958, p. 9. 
1 Data from BLS report, Characteristics of New Housing, First Quarter, 1956; Federal 
Housing Administration, 23d Annual Report, table III-45, p. 69 ; and Veterans’ Administra- 


tion monthly statistical summary reports on the loan guaranty program. The VA data 
relate to “new and proposed homes.” 
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Approximately 27 percent of the 980,000 new privately financed 1- 
family dwellings started in 1956 were covered by VA-guaranteed loans. 
Two-thirds of these loans were made on properties valued at from 
$10,000 to $15,000. It can be seen from these Eoomiat that about two- 
thirds of all one- -family houses in this middle range were financed 
with insured or guaranteed loans. Properties in the price range from 

$7,000 to $10, 000 accounted for only 10 percent of total production, 
but over half of them were covered by insured or guaranteed loans. It 
appears, therefore, that the program was being applied effectively to 
relatively low-cost housing to the extent that the builders were offering 
properties in those price ranges. 

The following table summarizes relevant data on the financial char- 
acteristics of new house transactions in 1956, in relation to family 
incomes. The distribution of families by income is based on estimates 
by the Bureau of the Census for families of two or more persons in 
urban areas. The FHA and VA estimates of house purchases by in- 
come of buyer do not conform precisely to the income class limits used 
by the census, but the data are sufficiently similar to provide a valid 
indication of the extent to which families in various income ranges 
benefit from the Federal programs. The buyers of FHA or VA in- 
sured units may be either single persons or heads of families, but the 
number of single buyers is probably too small to affect the data sig- 
nificantly. A further qualification attaches to the VA estimates of 
financial characteristics. These are based on “prior approval home 
loans,” representing direct applications by individual buyers of both 
new and existing houses. These applications provide about 75 percent 
of total VA activity in guaranteed loans. 

The FHA and VA estimates of the ratio of housing expense to in- 
come are of interest because they show the remarkably consistent pat- 
tern of declining ratios of housing costs as income rises. The VA 
ratios are based on income after taxes, and are therefore somewhat 
higher than the FHA data. For comparison, the BLS estimates of 
housing expenditures as percentage of total expenditures derived from 
the 1950 consumption study, are alsoshown. In all cases, housing costs 
include heat and utilities. 


TaBLe 59.—Financial characteristics 7 house paramere transactions, 1956 
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| Percentage distribu- | Estimated annual] Housing 

Percertage| tion of houses by | housing expense as | costs as 

distribution income of purchaser? | percentage of annual | percentage 

Income class ofurban | income | of annual 
| families by se ee 8. ie 8s = | income 

income ! after taxes 


we ; ° Gee VA FHA buyer| VA buyer 1950 3 


Less than $2,000. ____-.--- 10.4 (4) SettiinnsikelXaches 41.1 
Se COO nn Sec ccen me ‘ 8.7 RE ecu cancuen 6 32.8 agi 34.1 
$3.000 to $3,000.............- 11.8 | 6.1 §5.8 | 28.5 § 31.6 27.9 
$4,000 to $4,999......_..-..-... 15.9 20.0 31.8 | 25.5 27.6 24.3 
$5,000 to $5,999 ascos eae 14.5 21.4 28.0 | 22.6 24.0 24.4 
FS) =e eee 10.6 | 19.0 17.1 20.0 20.9 21.5 
$7 "000 to $9,999 __ a cepacdenee 18. £ 25.7 13. 5 | 17.1 17.7 17.0 
$10,000 NE tt 9.6 7.5 3.8 | 8 


Median income. 








1 Census Bureau estimates, all urban families of 2 or more persons. Current Population Reports—Con- 
sumer Income, series P-60, No. 27. 
2 FHA data from 23d Annual Report of Federal Housing Administration. VA data from Loan Guar- 
anty Higblights, March 1958. 
3 Data from BLS Survey of Consumer Expenditures in 1950. 
‘ Less than 0.05 percent. 
+ Under $3,600. 
* Under $3,000. 
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The table reveals that very few families with incomes under $3,000 
bought homes under the FHA and VA programs. Some, no doubt, 
were able to buy housing under conventional financing arrangements. 
In addition, about one-half of 1 percent of the FHA loans on “existing 
houses were made to buyers with under $3,000 income. Similarly, a 
small percentage of VA guaranteed loans were probably made to low- 
income buyers of existing homes, but the published reports do not 
provide an exact figure. 

The age and occupational status of the low-income families obvi- 
ously have an important bearing on their housing problems. Accord- 
ing to the sample surveys of consumer finances, conducted by the 
Federal Reserve Board, in about one-half of the urban families with 
incomes under $2,000 in 1954 the family head was 55 years of age or 
older. About one-fourth of all family heads in this income group were 
retired. Surveys by the Bureau of ‘Labor Statistics have revealed a 
very high incidence of homeownership among these older, low-income 
families. The 1950 study of family expenditures produced the follow- 
ing data: 


TaBLE 60.—Percent of families 8 reporting expenditures on owned homes—age o 
9g 
head, by income level 


Percent of families reporting expenditures 
on owned homes—age of head 
Income ‘ieiaaeel es 
} ae . ai i aa 
55 to 65 5 7é 75 and over 


Under $1,000 
$1,000 and under $2,000___- 
$2,000 and under $3,000____ 


47 
58 
66 73 


The explanation appears to lie in the fact that these families have 
acquired homes at an earlier stage in family life, when the family 
head, and possibly other members of the family unit, were earning 
relatively high incomes. In later years income has dropped but the 
family has been able to retain its home, probably in many cases by 
recourse to savings and other assets, the use of which is not aledea 
in current income accounting. 

Aside from the special group of older families in owned homes, 
however, there exists a sizable number of low-income families whose 
housing requirements are probably not being adequately met and who 
have no hope of acquiring adequate shelter through normal channels. 
The size of this problem is indicated by a Franklin D. Roosevelt Foun- 
dation study which estimated that “the economic resources of over 6 
million urban consumer units were too limited to provide an adequate 
level of living in 1950.’ 

SUMMARY AND CONCLUSIONS 


1. The proportion of family income spent for housing tends to 
decrease as income rises. 

2. Conversely, the relative burden of housing costs increases when 
the family’s income declines. 


“ Characteristics of the Low Income nveotatinn, Joint Committee on the Economic 
Report, Committee Print. 84th Cong., 1st sess., p. 
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8. American families have a strong urge toward house ownership. 
While the costs of rental and owner-occupied quarters of equivalent 
size and quality tend to be about equal, the homeowners in any urban 
group tend to spend more because they pay for better housing. 

4. The cost of housing varies significantly from place to place. It 
is the major factor in the differences in the cost of living among cities. 

5. The costs of meeting acceptable housing standards tend to be 
lower in the smaller than in the larger cities. 

6. Although the bulk of the housing need can be met in the future, 
as in the past, by private builders, operating for a profit, there remains 
a segment of the population with substandard incomes who will require 
special Government assistance if they are to occupy housing meeting 
reasonable standards. 
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D. Credit Terms 


CREDIT TERMS AND EFFECTIVE DEMAND FOR NEW 
HOUSING 


CHARLES ABRAMS, Visiting Professor, Massachusetts Institute of Technology, 
Cambridge, Mass., and MORTON SCHUSSHEIM, Director of Research, State 
Rent Commission, New York 


This memorandum was prepared in response to the following 
questions : 

What are the effects of credit terms—downpayment, ma- 
turity, interest rate—on the demand for residential construc- 
tion ¢ 

What are the broad economic policy considerations critical 
to a determination of maximum limits of loan-to-value ratios 
and length of maturities in conventional loan programs and 
Government insured or guaranteed loan programs $ 

What are the underwriting considerations critical to a de- 
termination of maximum limits of loan-to-value ratios and 
length of maturities in conventional loan programs and 
Government insured or guaranteed loan programs $ 

The pressure of other official responsibilities has made it difficult 
for us in the time allotted to prepare a comprehensive paper embracing 
all the relevant aspects of this involved subject. However, we should 
like to submit a preliminary analysis which may be useful in the 
preparation of legislation. We shall try to amplify the analysis at a 
later time. 


THE LIMITATIONS OF PRESENT FINANCING MECHANISMS 


The main point we wish to emphasize is that current federally 
aided financing and mortgage insurance programs do not meet the 
needs of families most in need of housing. A large portion of these 
families are provided for neither in the homeownership nor in the 
rental housing programs of the Federal Government. 

During 1957, only 5.7 percent of all new single-family homes insured 
by FHA were purchased by families with an effective income of $4,200 
annually or less. 

The median effective income of purchasers of single-family FHA- 
aided homes was approximately $6,600 annually. 

The median income (before taxes) of spending units? in the United 
States in 1957, according to the Survey of Consumer Finances, was 


only $4,350 annually and only 31 percent of all families had incomes 
of $6, 000 a year or more.” 





1A spending unit as defined in the Survey of Consumer Finances, eonsists of all related 
persons living together who pool their incomes 
2 Federal Reserve Bulletin, September 1958, p. 1051. 
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In other words, half of all families in the United States had an 
income of less than $4,350 in 1957, while less than 6 percent of all 
new one-family homes purchased with FHA insurance in the same 
year were bought by families with annual incomes of less than $4,200. 
The cost of new private single-family homes started in 1957 averaged 
$13,025 which is far beyond the reach of lower-income families. 

What is indicated and what has been supported by the legislative 
findings of the Congress at various times is that a large proportion 
of the population is presently outside the market for new housing. 

The programs of the Federal Government which have been designed 
for the lowest income segment of these families have, moreover, pro- 
vided subsidized public housing which has been so small in amount 
that it hardly provides for a tiny fraction of the need. Moreover, the 
program affords these families access only to rental housing. Finall 
such rental housing is available only in the cities (mostly the larger 
cities) and not in the smaller cities or suburban areas, where many of 
them live or prefer to live. It should be manifest that any program 
designed for families in the United States should include provisions 
both for rental and ownership, and be available wherever these families 
are employed. 

This analysis will deal only with the limited question of how Federal 
programs can make homeownership available to some of the families 
now removed from the benefits of Federal insurance programs. 


THE IMPACT OF FINANCING ON ABILITY TO BUY HOMES 


An analysis of existing FHA-aided programs will show that in- 
terest and amortization are the main items in the cost of homeowner- 
ship and in the ability to buy a home. 

Every interest reduction of 1 percent on a 25-year $14,000 mortgage 
(90 percent of cost) would reduce mortgage charges by about $100 
annually. An extension of the mortgage from 25 to 35 years would 
mean a reduction of another $140. Elimination of the 14-percent pre- 
mium charge would reduce it another $50. Add it all up and the 
savings annually would be $290. Building costs would have to be cut 
by $4,000 to effect the same saving. 

The following table shows the estimated monthly housing expense 
on a house in the Northeast with a $14,000 mortgage. 


TABLE 61.—Cost items FHA loan; 30 years, 5%4-percent interest 


csi gic Ss nn eh a debe cin wis gs iaiotanasu weenie anippe Sines eapla ney igiglingn cowamammen ei maiming 
I cha Dictate aves neni ectastabaigseasaaaheadis wabsbacniabn cor dn vine 
Maintenance 


Assuming that as much as 25 percent of income can be spent on 
housing, the required gross annual income for this home would 
$7,536 which is far above the median income of American families. 
may be noted that the mortgage charges constitute more than 52 
percent of the gross carrying charges. It may also be noted that all 
of the other charges are relatively fixed though they may vary between 
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areas, climates, and tax jurisdictions. While cost reduction in the 
house would play a material part in carving out new categories of 
income groups to whom new housing might be made available, there 
is no indication at this time of any changes in home-building techniques 
which would cut cost materially. 

If there is to be any progress toward making new housing available 
to lower income families, it is primarily through a reduction in the 
carrying charges of the mortgage that it can be achieved. 

The following table shows the effect of various reductions on carry- 
ing charges of the home and on the income groups that would be 
served by such reductions: 


> 


TABLE 62.—Estimated monthly housing expense and required annual income 


[House in Northeast, Mortgage of $14,000] 





| | | 
| FHA loan,| 3 percent | 2 percent 0 percent | 0 percent 
| 30 years, | loan, 35 | loan, 35 loan, 35 loan, 45 
| 534 percent | years | years | years years 


Cost items 


$54 | $46 | $33 $26 
20 20 | 20 : 
i a a See E 5 | 5 5 

SS EE ae | 2! | 25 | 25 
Utilities. | 10 
Maintenance. | f 5 | 15 
108 
Required gross annual income ! 7, 536 , 808 5, 184 


1 Assumes that 4% of monthly income is spent on housing. 


The assumption, of course, is made on the basis of home cost in the 
more expensive areas. In areas where home costs are lower, wages will 
also be lower. But the gap between income and house cost is nation- 
wide, though the figures of home cost, carrying cost, and income may 
vary. If lower income families are to be reached by federally aided 
housing programs, it is through lower mortgage charges that the most 
important reductions will be achievable. 

Another example based upon financial characteristics of purchasers 
of single family homes under FHA’s section 203 would indicate the 
following: 


TABLE 63.—Estimated monthly housing erpense and required annual income 


(Composite for Nation, mortgage of $12,000] 


— 

| 

FHA loan,| 3 percent | 2 percent 0 percent | 0 percent 

Cost items! 25 years, loan, 35 | loan, 35 loan, 35 loan, 45 
| 534 percent years | years | years years 


iensntnenecheanncneiill sclera ciate rine tsi thas Ni diigiinliand eilliciigiriile linia cthaa dentate - . i 
| 


Interest and amortization li 3 $76 | $46 | $29 | $22 
Real estate taxes beZst ghsatane nck 18 18 
Heat and other expenses : 25 25 | 25 25 25 

Total.. ‘3 ae ¢ 89 | 8: 72 65 
Required gross annual income ?___.___----- 5, 71: 27: 3, § 3, 456 3, 120 


1 Based partly upon financial characteristics of mortgagors and properties, new homes purchased with 
FHA see. 203 insurance in 1957. Housing and Home Finance Agency, 11th Annual Report, 1957, table 
ITI-53, p. 116. 


2 Assumes*that one-fourth of monthly income is spent on housing. 


This example suggests that mortgage charge reductions can make 
housing available to the substantially lower levels of income. 
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In other words, half of all families in the United States had an 
income of less than $4,350 in 1957, while less than 6 percent of all 
new one-family homes purchased with FHA insurance in the same 
year were bought by families with annual incomes of less than $4,200. 
The cost of new private single-family homes started in 1957 averaged 
$13,025 which is far beyond the reach of lower-income families. 

What is indicated and what has been supported by the legislative 
findings of the Congress at various times is that a large proportion 
of the population is presently outside the market for new housing. 

The programs of the Federal Government which have been designed 
for the lowest income segment of these families have, moreover, pro- 
vided subsidized public housing which has been so small in amount 
that it hardly provides for a tiny fraction of the need. Moreover, the 
program affords these families access only to rental housing. Finally 
such rental housing is available only in the cities (mostly the larger 
cities) and not in the smaller cities or suburban areas, where many of 
them live or prefer to live. It should be manifest that any program 
designed for families in the United States should include provisions 
both for rental and ownership, and be available wherever these families 
are employed. 

This analysis will deal only with the limited question of how Federal 
programs can make homeownership available to some of the families 
now removed from the benefits of Federal insurance programs. 


THE IMPACT OF FINANCING ON ABILITY TO BUY HOMES 


An analysis of existing FHA-aided programs will show that in- 
terest and amortization are the main items in the cost of homeowner- 
ship and in the ability to buy a home. 

Every interest reduction of 1 percent on a 25-year $14,000 mortgage 
(90 percent of cost) would reduce mortgage charges by about $100 
annually. An extension of the mortgage from 25 to 35 years would 
mean a reduction of another $140. Elimination of the 14-percent pre- 
mium charge would reduce it another $50. Add it all up and the 
savings annually would be $290. Building costs would have to be cut 
by $4,000 to effect the same saving. 

The following table shows the estimated monthly housing expense 
on a house in the Northeast with a $14,000 mortgage. 


TABLE 61.—Cost items FHA loan; 80 years, 5%4-percent interest 


a i cack wove eiee fac Aeipsieter i haps ohh tnibtl bcbncrinds buleniintcbe/ hana nian wienliaeniraiyintacraiimntoas 
Maintenance 


Assuming that as much as 25 percent of income can be spent 
housing, the required gross annual income for this home would 
$7,536 which is far above the median income of American families. 
may be noted that the mortgage charges constitute more than 52 
percent of the gross carrying charges. It may also be noted that all 
of the other charges are relatively fixed though they may vary between 
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areas, climates, and tax jurisdictions. While cost reduction in the 
house would play a material part in carving out new categories of 
income groups to whom new housing might be made available, there 
is no indication at this time of any changes in home-building techniques 
which would cut cost materially. 

If there is to be any progress toward making new housing available 
to lower income families, it is primarily through a reduction in the 
carrying charges of the mortgage that it can be achieved. 

The following table shows the effect of various reductions on carry- 


ing charges of the home and on the income groups that would be 
served by such reductions: 


TABLE 62.—Estimated monthly housing expense and required annual income 


[House in Northeast, Mortgage of $14,000] 


l 
FHA loan, | 3 percent | 2 percent | 0 percent | 0 percent 
Cost items | 30 years, | loan,35 | loan, 35 loan, 35 loan, 45 
534 percent years | years years years 
| 





$33 | $26 
2 | 20 


v0 


Interest and amortization $82 $54 | $46 | 
Heat 20 20 20 | 
Insurance ‘ 5 | 5 | 5 | 
Real-estate taxes... — - ee. ue 25 25 

Utilities. 7 10 | 10 
Maintenance 15 15 | 


2! 
i 
LE 


| 


157 | 129 | 121 108 
Required gross annual income ! | 7, 536 | 6, 192 5, 808 5, 184 
| | 


1 Assumes that 4% of monthly income is spent on housing. 


The assumption, of course, is made on the basis of home cost in the 
more expensive areas. In areas where home costs are lower, wages will 
also be lower. But the gap between income and house cost is nation- 
wide, though the figures of home cost, carrying cost, and income may 
vary. If lower income families are to be reached by federally aided 
housing programs, it is through lower mortgage charges that the most 
important reductions will be achievable. 


Another example based upon financial characteristics of purchasers 


of single family homes under FHA’s section 203 would indicate the 
following: 


TABLE 63.—Estimated monthly housing expense and required annual income 


(Composite for Nation, mortgage of $12,000] 


oe 4 a _— — 
| FHA loan,| 3 percent | 2 percent 0 percent | 0 percent 
Cost items! | 25 years, loan, 35 | loan, 35 | loan, 35 | loan, 45 
534 percent years | years | years years 
| 


$29 | $22 
18 18 18 


Interest and amortization__......_.--- | $76 | $46 | $40 
Real estate taxes_____ Sle Ipattnte ahs 18 | 


Heat and other expenses__.--..----------- 25 | 25 25 26 25 


Total - poenatik’ 119 89 | 83 65 
Required gross annual income 2 4, 272 3, 984 3, 120 


sie“ 


Ss Based partly upon financial characteristics of mortgagors and properties, new homes purchased with 
A see. 203 insurance in 1957. Housing and Home Finance Agency, 1lth Annual Report, 1957, table 
-53, p. 116. 


2 Assumesthat one-fourth of monthly income is spent on housing. 


This example suggests that mortgage charge reductions can make 
housing available to the substantially lower levels of income. 
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The main problem, however, is that mortgage charges everywhere 
are relatively rigid when the mortgages are financed through private 
funds. Ifthe market for homes is to be widened, lower interest loans 
and longer amortization periods which constitute the most tractable 
items under a publicly aided program can be arranged only through 
Government financing. 

Such direct financing by Government units to aid lower income 
families is not new. It is the policy in Scandinavian countries. It 
has been undertaken under programs in New York State, New York 
City, Pennsylvania, Connecticut, and elsewhere. Funds have either 
been made available directly or money has been borrowed on the credit 
of the States and local governments. 

But it has not been the usual policy of the Federal Government 
except in some aspects of the low-rent housing program in which loans 
were authorized directly through the Government for reloan to local 
housing authorities. 

Loans have been made however, under title IV of the Housing Act 
of 1950, directly to institutions of higher education at rates which 
have varied between 234 and 3 percent in the past 3 years. Such loans 
are made through the C ommunity Facilities Administration and have 
totaled about $563 million by the end of 1957. Low-rate loans were 
also provided to aid farm purchase by farm tenants under the Bank- 
head-Jones Farm Tenant Act of 1937. Loans under this act could be 
granted in amounts almost equaling the full value of the farm to be 
purchased. The interest rate was 3 percent, the repayment period up 
to 40 years with provision for a> payments in accordance with 
farm conditions. 

Essentially, the advisability of such a policy for nonfarm housing 
reduces itself to a political question. Federal loans have been made 
to business operations and Federal credit has been used to aid com- 
modity, banking, and other operations. The issue is whether a sys- 
tem of direct Government loans should be made to lower income 
families. 

Federal aid to low-income families has been accepted in the Govern- 
ment’s low-rental housing undertakings where direct annual subsidies 
are made available to local housing authorities. The main emphasis 
of this program has been on rental housing. The lower income fam- 
ilies, however, have as active a desire for ownership, if not a greater 
desire and need for it. A substantial fraction of slum-dw ellers hav e, 
in fact, been homeowners and the impact of slum-clearance operations 
in their cases has often been to deprive them of the ownership they 
enjoyed and to relegate them to a tenancy relationship they did not 
want but which afforded them no alternative. 

Objections to direct Federal loans center mainly around the argu- 
ment that they are competitive with private operations. But the 
argument would fail if direct Federal loans are confined to groups 
whom the private mortgage market does not serve and to disposition 
of the loans when they no longer require the Government’s aid. The 
loans, in other words, would be sold when the interest rate equaled 
the market rate. (See Variability of interest rates under the pro- 
gram, post.) Assumption of responsibility to aid in the procurement 
of life’s essentials, those whom private enterprise does not serve has 
been accepted as a principle in almost every advanced society. 








Th 
costs 
ized. 


annu: 
gram 
In 
migh 
assur 
struc 
Th 
loans 
milli 
pate 
corps 
woul 
home 
unde 
defic 
loan 
be $: 
less | 
wou. 
T 
subj 
pub! 
the | 
to tl 
pay. 


T 
of ¢ 
ques 
shor 
a lo 
sell 
wal 
fixe 
per 
cap 
rats 
pri 
I 
am 
for 
mu 


of 
gol 
] 
the 
WoO 
ch: 
ter 





STUDY OF MORTGAGE CREDIT 85 


The force of the objection that such a program might inflate building 
costs depends on the volume of such housing that is annually author- 
ized. If, for example, the program called for 100,000 such starts 
annually, it would not materially affect building costs in a total pro- 
gram of 1 million to 1,400,000 starts. 

In view of the lag in the number of starts in recent years, in fact, it 
might well be argued that a supplemental program of this sort, with an 
assured market would promote the stabilization of residential con- 
struction. 

The claim might also be made that 100,000 starts through direct 
loans would entail Government borrowing to the extent of $1,300 
million annually. The program proposed, however, should antici- 
pate borrowings not through the Treasury but through a Government 
corporation specially set up for the purpose. Such a corporation 
would have borrowing powers similar to those of the FNMA, the 
home loan banks and Federal land banks. The Government would 
undertake to appropriate annually to the new corporation the annual 
deficit incurred by it through loans. Thus on every $1.3 billion 
loaned, the maximum annual contribution by the Government would 
be $39 million and it can be safely anticipated that it would be much 
less since only a fraction of the loans would be at 0 percent and many 
would be at 1,2, and 3 percent. 

This formula would moreover, be financed by bond-purchasers 
subject to Federal tax, whereas bonds floated by local governments and 
public-housing agencies are tax-exempt and purchasable by those in 
the larger brackets of income who escape the substantial contributions 
to the support of Government which they would and should ordinarily 
pay. 

VARIABILITY OF INTEREST RATES UNDER THE PROGRAM 


The more favorable the terms of interest and amortization, the lower 
of course, would be the income levels of the family groups aided. The 
question arises as to whether the interest rate under the program 
should be at a fixed amount throughout the loan term. Manifestly if 
a low interest were fixed indefinitely, the home-buying family could 
sell the home at a profit or its income might increase and its mortgage 
warrant a higher rate. Legislation should therefore provide for a 
fixed initial rate, e. g. for 3 years, with a reexamination of the rate 
periodically thereafter. Thus interest rates would be geared to 
capacity to pay. When, as, and if the family can pay the market 
rate, the Government agency could thereafter dispose of the loan to 
private lenders or possibly to FNMA. 

It is best too, that while the mortgage amortization might be in 
amounts geared to a long-term loan, the nominal due date should be 
for 15-25 years with provision for extension of the loans to the maxi- 
mum period if circumstances warrant. It is probable that a portion 
of the families would become economic owners and able to pay the 
going rate before the ultimate due date of the mortgage paper. 

Resales of the homes would be permitted only with the consent of 
the Government corporation. Such resales would be allowed if the 
would-be new owners qualify as low-income families or if the pur- 
chasers can arrange to assume the mortgage payments on economic 
terms. 


41549—59—— 36 
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The means test, of course, is not without its faults though it is used 
in the low rental housing program. Its main defect, however, is that 
when the family’s income increases to a determined amount, the family 
is forced to vacate the project. This imposes considerable hardship 
on the family by forcing it to give up its home, friends, and neighbors 
as well as take its children out of the neighborhood school. It also 
tends to institutionalize projects. These objections would be elimi- 
nated under the program proposed. The family would remain, but 
would simply be required to pay a higher rate of interest when its 
income warranted it. The most serious objection to the means test 
would thereby be eliminated. The homes, moreover, would be dis- 
tributed instead of being part of “project communities.” 

We believe that publicly aided rental housing is essential. But as 
long as the Federal housing programs ignore home ownership for the 
low-income family, they can hardly be said to be “comprehensive” or 
even inclusive. At best it can be said that Federal credits under the 
FHA program are being employed for the upper rather than the 
lower ranks of wage earners. Justification for the vast Government 
assistance now being extended would be greater if lower levels among 
the income groups were to be included as beneficiaries of Government 
mortgage aid. The proposal outlined is intended to suggest a move 
in that direction. 


| Nore.—Mr. L. Durward Badgley, director of rea] estate and mort- 
gage research, Mutual Life Insurance Company of New York, New 
York, N. Y., was requested to prepare a paper on this topic. This 


paper was not received in time for publication in the compendium. 
Arrangements have been made for inclusion of the paper in the record 
of the public hearings which will be held subsequently.] (See hear- 
ings, p. 33.) 





CREDIT TERMS AND DEMAND FOR RESIDENTIAL 
CONSTRUCTION 
RAMSAY WOOD, Division of Research and Statistics, Federal Reserve Board * 


This paper was prepared in response to the following questions: 


What are the effects of credit terms—downpayment, ma- 
turity, interest rate—on the demand for residential construc- 
tion ? 

What are the broad economic policy considerations critical 
to a determination of maximum limits of loan-to-value ratios 
and length of maturities in conventional loan programs and 
Government insured or guaranteed loan programs? 

What are the underwriting considerations critical to a 
determination of maximum limits of loan-to-value ratios and 
length of maturities in conventional loan programs and Gov- 
ernment insured or guaranteed loan programs? 


The terms on which mortgage credit is available affect the purchas- 
ing power of the resources available to buyers and would-be buyers of 
residential real estate. Relaxation or liberalization of terms is usually 
thought to consist of changes in terms that lower the monthly pay- 
ment needed to pay off an amortized mortgage of a particular size, or 
that increase the amount of the purchase price that can be borrowed, 
thus reducing the amount of assets the buyer must part with at the 
time of purchase. Tightening of terms is usually thought to be rep- 
resented by changes that have the opposite effect—that require larger 
monthly pay ments per $1,000 of debt, or larger proportions of down- 
pay yment to price. 

These characterizations are also thought of as implying correspond- 
ing changes in the amount or quality “of housing space that can be 
purchased—that more and better housing can or w vill be bought under 
liberal than under tight terms. They are also thought to imply 
changes in the kind of buyer who will be able to get ‘housing—the 
poor “under liberal terms, the rich under tight terms—or the kind of 
housing that will be sold or built—low- cost housing under liberal 
terms, ‘high- cost housing under tight terms. The characterizations 
are also considered to be related to the amount of additions made to 
the housing stock in that liberal terms encourage building and tight 
terms discourage it. 

For the most part these characterizations appear to be derived from 
consideration of the effects of liberal or tight terms on an individual 
person or family. Clearly, a family can buy more housing and more 
expensive housing, can buy on a smaller income and with fewer assets, 
and stands a better chance of having a new house built for itself, if 


1This paper, by Ramsay Wood, an economist in the Division of Research and Statistics, 
Board of Governors of the Federal Reserve System, is an expression of the author’s views. 
It does not necessarily represent the views of the Board of Governors. 
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it has special access to liberal terms than if it has to get along with 
tight terms. That the same consequences follow for all families if 
liberal terms are available to all as would attend one family that had 
special access to such terms is not clear. 


THE MARKET SETTING 


Demands for residential real estate work themselves out in a market, 
in most respects in the same way as demands for other goods and serv- 
ices do. One characteristic of the kind of markets with which we are 
most familiar in the United States is that the lower the price of a 
particular commodity or service, the more of that commodity or serv- 
ice is likely to be purchased, and the higher the price, the more is likely 
to be offered for sale. Two consequences of this characteristic are that 
the would-be buyer prepared to pay the highest price is most likely, 
though not certain, to have his demand satisfied; and the would-be 
seller prepared to accept the lowest price is most likely, though not 
certain, to be able to sell his wares. The outcome is not certain because, 
if the highest price bid is below the lowest price any supplier will ac- 
cept, no transaction will take place. 

Another characteristic of our markets is that, in most cases, the 
amount of a particular good or service available for sale is not im- 
mediately or indefinitely expansible. Supplies are finite, and to make 
additional supplies available takes time. Perhaps more important, 
for most things most of the time expansion of supply tends to be 
increasingly costly. This is because expansion of supply requires 
that additional labor, materials, and capital be attracted to this line 
of activity from lines in which they are already employed. Ordi- 
narily this reallocation of resources will be carried out by the market 
process of offering higher wages and prices than are being paid for 
the resources in their current use. 

Real estate markets share these characteristics with most other mar- 
kets. In one respect, however, real estate markets differ in degree 
from most other markets: practically all of the current demand for 
use of real estate is, and must be, satisfied by the existing supply. In 
the residential real estate market this may be illustrated by the fact 
that of the roughly 52 million dwelling units now occupied, only about 
1 million, or less than 2 percent, were constructed in the past year; to 
increase the proportion of housing demand being satisfied by new 
supplies to, say, 5 percent a year hence, would clearly require that 
very large amounts of labor, materials, and capital be attracted to 
this line of production. 


THE ANALYTICAL PROCEDURE 


This paper is an attempt, in the limited time available, to suggest 
how changes in credit terms affect the working out of the forces of 
demand and supply in markets of the sort just described. We start 
with an example of how prices, the number of transactions, and the 
amount of building would be determined under a particular set of 
credit conditions. We then assume that credit terms are relaxed by 
stages, and examine how things would work out at each stage. At 
the end, some of the consequences for the use of credit and for the 
amount of mortgage debt outstanding are taken up; and the impli- 
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cations of these consequences in an economy pressing hard on its supply 
of savings are examined. 

The object of this procedure is to present a picture of how certain 
important market forces operate on each other to produce market 

results; namely, that transactions take place and prices are arrived at. 

Most of the numbers used to describe the markets are hypothetical, 
and certain elements operating in real markets have been neglected, 
partly because of limitations “of time, but more important, because 
introducing them would obscure the mechanisms being examined here. 
Perhaps the most important elements neglected are the changes in 
expectations, and the income effects, that might follow certain of the 
developments traced in the examples. Another element neglected is 
what sellers of houses do about finding housing. 

The fact that the markets described are hypothetical means that 
the precise consequences in any particular case should not be taken 
as applying directly to the real world. This does not mean, however, 
that the tendencies described should be discounted. The conclusions 
summarized below are drawn from the tendencies exemplified in the 
cases considered. 

SUMMARY OF CONCLUSIONS 


With a few exceptions that will be noted in the analysis of some 
cases, conclusions or generalizations in this summary and elsewhere in 
the paper about effects and outcomes under “liberal,” “relaxed,” o 

“easier” terms compared with those under “tight” or “less liberal” 
terms are to be interpreted as referring to alternatives, not to time 
sequences. That is, we are comparing “what would happen” under 
one set of credit conditions with “what would happen” under another 
set, both in the same situation as far as other elements are concerned. 
We are not, for example, generalizing about market behavior under 
liberal terms in a depression compared with that under tight terms in 
a eh: 

Directly, a change in credit terms will affect those bidders 
an use credit, and w “ill affect most those who use most credit. 

2. Indirectly, a change in credit terms will affect those bidders 
who pay all cash, or a large proportion of cash, by affecting the 
prices of houses. 

Thus, making credit available on easier terms is not analogous to 
fiving everyone a cash gift, for example, or to reducing the prices of 
houses. On the contrary, easier terms give an immediate advantage 
to only some bidders, and will usually result in higher prices than 
would prevail under less liberal terms. 

3. Relaxed credit terms give a short-run advantage to those 
bidders prepared to pay for a house out of income, and put at 
a disadvantage those bidders prepared to exchange accumulated 
assets for a house. 

This does not necessarily mean that easier terms give low-income 
or elderly families, for example, an advantage over the well-to-do or 
the young. Elderly families frequently, and low-income families 
sometimes, have appreciable accumulated assets, but meager prospec- 
tive income. Young families, on the other hand, often have relatively 
few assets but good prospects for future income. 
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4. The extent of these advantages and disadvantages depends 
to a large extent on the composition of the relaxation of credit 
terms, as well as on the composition of demand and of supply. 

If the relaxation is solely a matter of reducing the monthly pay- 
ment per $1,000 of mortgage without reducing required downpay- 
ments or mortgage interest rates, for example, the advantage to credit 
bidders may be smaller than if the relaxation takes another form. 
The effect will also depend in part on the composition of bidders’ 
resources (income and assets) and on the strength of their preferences 
for assets other than equity in real estate, and on the prices demanded 
by sellers. 

5. With any given composition of demand and of supply, the 
credit terms available largely determine the level of values for 
the standing stock of houses. 

6. The level of values established for the standing stock of 
houses under a new set of credit terms plays a large part in deter- 
mining the amount of new building that will be done at any 
given level of construction costs. 

7. The level of construction costs plays a large part in deter- 
mining how much turnover of the standing stock there will be 
at the level of values for the standing stock established by a new 
set of credit terms. 

The mere fact that bidders in the market are willing to pay as much 
for a new house as the cost of building it does not mean that the new 
house will be built. If existing houses that are equally acceptable to 
the bidders are available at lower prices, the bidders will tend to buy 
the existing houses. If relaxed credit terms raise the prices of exist- 
ing houses above the cost of new building, however, bidders will be 
likely to buy the new and thus encourage building. 

Similarly, the existence of a bidder prepared to pay the price 
demanded by the owner of an existing house does not assure that the 
existing house will be sold. If the bidder can buy a new house that 
is equally acceptable at a lower price, he will tend to buy the new house, 
thus keeping turnover of existing houses below what it would be with 
higher construction costs. 

8. Relaxation of credit terms that results in a level of values 
for the standing stock substantially above the level of building 
costs is likely to result in a large and rapid increase in new build- 
ing, accompanied by a sharp rise in building costs. 

A large margin between the price put on existing houses by the going 
credit terms and the cost of building is likely both to make bidders 
prefer new to old houses and to require builders to bid resources away 
from other activities. ‘These two influences tend to work together to 
result in rising costs. A smaller margin between the level of values 
for the existing stock and construction costs is likely to induce cost- 
reducing efficiencies to prevent the margin from being wiped out by 
market developments. 

9. The advantage that a change to liberal terms ordinarily gives 
credit bidders over cash bidders will tend to result in a greater 
use of credit than under the tight terms. 

This is likely to be so both because a greater number of transactions 
are likely to involve use of credit, and because prices are likely to be 
higher, and to require more credit per credit transaction. 
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10. If one aspect of relaxed credit terms is a lower mortgage 
interest rate relative to other rates, transactions are likely to take 
place with smaller downpayments, so that use of credit per trans- 
action is likely to be higher. 

If the mortgage interest rate is reduced below the rate of income bid- 
ders can earn on funds invested in assets other than real estate equi- 
ties, there will be a tendency for purchasers of houses to keep their 
downpayments as low as possible. They will borrow as much as pos- 
sible at the low mortgage rate in order to be able to earn as much as 
possible at the higher investment rate. 

11. More transactions are likely to take place under liberal 
terms than under tight terms, at least for a time after the change, 
= a consequent greater use of credit from this source. 

If maturities are longer under liberal than under less lib- 
a pic terms, the volume of debt outstanding as a result of any 
given rate of lending will be greater under the liberal than under 
the less liberal terms. 


RELATION TO LIMITS OF RELAXATION 


The outstanding conclusion that emerges from all this is that relaxed 
terms are likely to result in greater use of credit. Furthermore, except 
in the unlikely event that relaxation is obtained with shortened mort- 
gage maturities, this increased use of credit will give rise to increased 
amounts of mor tgage debt outstanding. 

This is the effect that probably brings into play the basic economic 
limit to relaxation of mortgage credit terms. Under liberal terms, 
savers and other investors are being asked to keep a larger amount of 
investable funds invested in mortgages than they would be asked to 
keep under less liberal terms. In an economic situation characterized 
by relatively little competition for capital funds, they may increase 
their holdings of mortgages with no increase in the rate of return so 
long as the rate of return is higher than that on alternative investments. 

In an economic situation characterized by strong competition from 
governments, business enterprises, and consumers for capital funds, 
and a consequent rise in market interest rates, however, an increase in 
the rate of return on mortgages may be necessary just to induce savers 
and investors not to reduce their holdings of mortgages. To induce 
them to increase their holdings in such a situation may require quite 
a sharp rise in the rate of return on mortgages. 

The major alternative to rising interest rates in a highly competitive 
market for savings is to increase the amount of savings ‘available for 
investment. In recent years increased savings have been made avail- 
able, partly from income and partly by diversion of liquid balances 
and near-liquid balances, to long-term investment. 

Another source of increased savings for the real estate market is 
real estate owners and buyers themselves. Requiring purchasers to 
make larger downpayments and to pay their mortgages off faster 
would eventually help to reduce the amount of the economy’s savings 
that savers other than real estate owners are called on to tie up in 
mortgages on real estate. Use of this source of savings would also 
tend to reduce the absolute amount of savings needed altogether—that 
is, would tend to restrain one force making for steadily rising real 
estate values and construction costs. 
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MARKET EFFECTS OF MORTGAGE CREDIT TERMS 


In this section we shall attempt to examine some of the market 
mechanisms through which mortgage credit terms affect the prices at 
which residential real estate is bought and sold, the number of trans- 
actions that take place, and the amount of new building that occurs. 
We shall also attempt to see the kind of bidders who are successful 
in buying under different circumstances, and the kind of owners who 
are successful in selling. 

Our method is to assume a market in which would-be buyers and 
would-be sellers of houses have particular characteristics relevant for 
the analysis. We assume that mortgage credit is available on terms 
which, by present-day standards, would probably be thought of as 
tight, and see how transactions would take place. We next assume 
that credit terms are relaxed, first by reduction of the monthly pay- 
ment required to amortize a mortgage of $1,000, then by reduction of 
the proportion of the price a buy. er is required to pay in cash. We 
then consider the effect that different levels of interest rates may have 
on the situations described. 

Perhaps we should explain one of our assumptions more fully than 
the others. We assume that there are bidders in the market who are 
concerned little, if at all, about the price of the house for which they 
are bidding. What they are concerned about is the amount they will 
have to pay each month for debt service, on the one hand, and the 
amount of cash they must part with in the way of downpayment, on 
the other. The reader must bear in mind that, though cash bidders 
have maximum prices that they will pay, credit bidders have two 
maximum amounts they will pay: a maximum amount per month for 
the life of the mortgage and a maximum downpayment to be made 
at the time of purchase. 

The credit bidder need not be aware that, under a given set of credit 
terms, the maximum monthly payment and the maximum downpay- 
ment he is prepared to pay together imply a price in the ordinary 
sense. This is the case, however, and in our analysis we must trans- 
late these two elements into a price in the same sense as that used by 
the cash bidder and the seller. 

It should also be noted that each element of the credit bidder’s bid 
limits him independently. For example, if a credit bidder is prepared 
to pay as much as $8.25 per month and as much as $500 down, he 
would not be able to bid for a house that requires $600 down, even 
though the monthly payment required were only $7.75 per month. 
This would still be the case if the cash price were below the implied 
price he is willing to pay under going credit terms. 

The remaining assumptions we make to simplify analysis are: 

1. In our market at the start are 360 existing houses, all alike 
as far as the tastes of prospective buyers ars concerned. 

2. All houses are continuously occupied, that is, there are no 
vacancies. 

a“ All houses are occupied by their owners. 

4. All owners are prepared to sell at any time if they are 
offered their “reservation prices,” which vary from one owner to 
another, but which do not vary with terms and conditions in the 
housing market. 
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Each month, 1 non-home-owning family finds it has 
$2,000 in cash which it is prepared to pay for a house; another 
finds it has $900 which it is prepared to “pay down” for a house. 
The first family is unwilling to undertake to make any monthly 
payment; the second is prepared to make a monthly payment 
of $8.50. 

6. Each month, 2 home-owning families decide they are pre- 
pared to sell their houses provided they can get a price of not 
~ than $1,667. 

. For a long time, mortgages have been available for 60 per- 
ant of the purchase price, at 6-percent interest, and amortized 
by level monthly payments for 15 years. 

8. Financing costs are the only costs of owning and occupying 
these houses. 

9. Although all families have the same tastes in housing, some 
are willing to pay more than others for housing; they have differ- 
ent preferences for paying in cash and monthly debt service; 
and what each family is miitine to pay is not affected by terms 
and conditions in the housing market. 

10. Some families—who are prepared to pay less than the 
going prices for owner occupancy—rent space in the houses of 
other owner- occupants. 

11. People competent to build new houses build only houses 
identical to those standing. 

12. Building requires no appreciable time. 

i3. If a builder builds a house for his own account he must 
sell it immediately at whatever price he can get.’ 


14. If a builder contracts ahead of time to build for a particular 
owner, he may not accept a price lower than his costs, excluding 
profit above his own wages in calculating costs. 

15. Unlike the prices owners are prepared to accept and the 
prices bidders are penmnnen to pay, the costs builders must pay 


are influenced by deve opments on both the demand side and the 
supply side of the market.? 


16. All houses that change hands in a given month do so at the 
same price. 


MONTHLY PAYMENTS OR CASH PAYMENTS THE ONLY PRICE ELEMENTS FOR 
BUYERS 


In our first set of examples we shall consider that for those would-be 
buyers who would finance a purchase with mortgage credit, the only 
element to be considered is the monthly payment required to amor- 
tize the mortgage. This means that they are able and willing to make 
whatever dow npayment is required to supplement the mortgage that 
their monthly payment will support. For the would-be buyers who 
would pay all cash, of course, the cash price is the only element to be 
considered. 

Since these monthly payments and prices are not affected by the 
terms and conditions prevailing in the market, we can set out a sched- 


2The author was unable to develop the implications of assumptions 13 and 15 in the 
time available. He has decided to leave the assumptions here, however, since they express 
pertinent conditions that the reader may feel inclined to explore. 
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ule showing the number of bidders willing to buy at each monthly 
payment and at each price. A portion of the schedule we shall use is 


STUDY OF MORTGAGE CREDIT 


shown in table 64 and in figures 4 and 5. 


TaBLe 64.—Demand schedule—Number of credit bidders prepared to make stated 


thoes ov SHrorerro os 


monthly payments, and number of cash bidders prepared to pay stated prices 





Atanamount | The number of | Ata price not | The number of 
not greater than bidders is— higher than— i 
| (per month)— 
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7.50 


Source: Table 64. 
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Ficure 5. 


Number of Cash Bidders Prepared to Pay 
Stated Prices 





$2000 


1500 


1500 


1000 1000 


eoanrnwt wy 


500 500 





0 i i a aL as dhs 0 


20 ho 60 80 100 
Number of cash bidders 


Source: Table 64. 


Sellers, on the other hand, couch their “reservation prices,” or the 
prices at or above which they will sell, only in cash amounts. <A por- 
tion of the schedule of reservation prices that we shall use in shown 
in table 65 and figure 6. Since the costs at which new houses can be 
built are influenced by market developments, the prices at which new 
houses will be made available will be specified as the examples are 
unfolded. 


TaBLe 65.—Supply schedule—Numober of owners of existing houses prepared to 
accept stated prices for their houses 


rs 
| 








The number of 











At a price not 
lower than— sellers is— 
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2, 000 3 
2, 100 4 
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FIGURE 6. 


Number of Owners of Existing Houses Prepared to Accept 
Stated Prices for their Houses $3500 


| 
} | 
| 

















Number of sellers 


Source: Table 65. 






















If the prices offered by bidders are to be compared with those asked 
by owners, they must be in the same units. We can translate the 
monthly payments credit bidders are prepared to pay into the amount 
of mortgage these payments imply on the mortgage terms prevailing. 
We shall then assume that the bidders are prepared to make only the 
smallest downpayment allowed by the rules. 

In the situation described in assumption 7—interest at 6 percent 
and maturity of 15 years—a monthly payment of $8.44 is required to 
support $1,000 of mortgage, and the minimum downpayment per- 
mitted is two-fifths of the purchase price, or two-thirds as large as 
the mortgage. We therefore translate the maximum bids of the credit 
bidders in table 64 into cash price equivalents, as shown in table 66. 
TABLE 66.—Implied cash prices offered by credit bidders at stated monthly pay- 


ments if monthly payment per $1,000 of mortgage is $8.44 and required down- 
payment is 40 percent of price 

















! 
Will support | And require Making a Number of 
A monthly payment of— a mortgage | a downpay- | total implied credit bid- 
of— ment of— | price offered | ders 
of— | 
a eer $1, 007 $672 $1, 679 | 1 
ite acconchamecuinneieweunncigeacbho ain’ 995 664 1, 659 | 2 
ag a a ae eae oe 989 660 1, 649 | 3 
I ices B eiicldieidsciaankiw sce RAS OCEE 983 556 1, 639 | 4 
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(Ea ay a RAN AR REI 972 648 1, 620 | 6 
eas 966 644 1, 610 7 
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Case 1.—To the general assumptions we have already set forth we 
shall add that the cost of building a new house is $2,050. We want 
to find out what existing houses are sold, whether a new house is built, 
and which bidders get the houses that change hands. 


For this purpose we may put the supply schedule and the demand 
schedule together, as shown in the table and chart for case 1. 


Case 1 


The number of houses ; so. a,,| Av price 
offered is: The number of bidders is: not hirher 


‘fotal | Credit | Cash than 


$2,000 
1,679 
°639 
1, 649 
1; 639 
15629 
1,620 
1,610 
1,600 


~ 1 
1 1 
2 1 
3 1 
4 1 
5 1 
6 1 
7 1 
8 2 


5 , & ¢ 
Number of bidders and sellers 


The cash bidder, with a bid of $2,000, is the highest bidder, and his 
bid is above the lowest reservation price in the market. The highest 


credit bidder, prepared to pay an implied price of $1,679, is also 
bidding more than the lowest reservation price. 








98 STUDY OF MORTGAGE CREDIT 


The third bidder (the second credit bidder) is prepared to pay an 
implied price no higher than $1,659; in other words, 3 houses will be 
bought if the price is no higher than $1,659. Three houses will be 
sold, however, only if the price is not lower than $2,000. 

Two houses are, therefore, sold at a price no lower than $1,667 (the 
lowest price asked for 2 houses) and no higher than $1,679 (the high- 
est price offered for 2 houses). A new house is not built, and the 
existing house held for $2,000 is not sold, even though the cash bidder 
is prepared to pay as much as the asking price, because other existing 
houses are available for less. And the 2 houses that are sold are sold 
to the 2 bidders prepared to pay the highest prices, either in cash or 
implied by the mortgage and downpayment that the monthly pay- 
ment will support. Note that this result is consistent with assump- 
ion 6, that 2 houses are bought each month, one for cash and the other 
with credit. 

Now, let us assume that the permissible ratio of loan to value re- 
mains unchanged, but credit terms have been relaxed so that, instead 
of a mortgage of $1,000 requiring a monthly payment of $8.44, it 
requires a monthly payment of only $6.91. As will be developed in a 
later section, this relaxation may result either from reducing the in- 
terest rate from 6 to 3 percent, the maturity remaining at 15 years, or 
from lengthening the maturity from 15 to 2114 years, the interest 
rate remaining at 6 percent. Or it may result from an intermediate 
combination of reduced interest rate and lengthened maturity. For 
the moment, we are not concerned about which changes have pro- 
duced the reduction in monthly payment per $1,000 of mortgage. 

The two cases that we shall examine here, as they work out in 
successive months, will illustrate several things: First, how relaxation 
of credit terms tends to give rise to higher prices for existing houses; 
second, how relaxation of terms gives an advantage to credit bidders 
over cash bidders; third, how the effect of the relaxation tends to wear 
off ; and, fourth, how the relation between the new level of values and 
the level of construction costs influences the outcome. 

Case 2.—The relaxation of credit terms does not affect either the 
demand schedule or the supply schedule as shown in tables 64 and 65 
and figures 4, 5, and 6. Under these new credit terms, however, 
the prices at which houses are sold are higher than under the old terms. 
In the first month of the relaxation, at least, the number of trans- 
actions is larger, and all of the successful bidders are users of credit. 

Without affecting the prices cash bidders are prepared to pay, the 
relaxation affects the implied price that each credit bidder is prepared 
to pay, shown in table 66. To see how this case works out, we must, 
therefore, translate anew the monthly payment bids of the credit bid- 
ders. This has been done in table 67. 
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TABLE 67.—Implied cash prices offered by credit bidders at stated monthly pay- 
ments if monthly payment per $1,000 of mortgage is $6.91 and required down- 
payment is 40 percent of price 








Will support | And require | Making a Number of 








A monthly payment of— a mortgage | a downpay- | total implied | credit bid- 
of— ment of— | price offered | ders— 
| of— | 

Nak | 

PN es, chia etsgeery pepagedaakes seneutensee $1, 230 | $820 | $2, 050 | 1 
eo, Tee ee eee eed 1, 216 | 811 | 2,027 | 2 
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et ee hak dice ak Sines toasbieegoeh 1, 201 801 | 2, 002 4 
$8.25__._- Seba kage oe scad 1,194 796 | 1, 990 | 5 
DG ia tuetikwinanetacosatunkeakunn et 5 cipal 1, 187 792 | 1,979 | 6 
EE ee ee ae mal 1,179 786 1, 965 7 
a i aie ee Mie Soh Se a 1, 172 782 | 1, 954 8 
Ica ee ae 1, 165 777 1, 942 9 
$8.00_. ; aoe : 1, 158 772 1, 930 10 

Case 2 
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ar ,| At price | 
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Pp 
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1 - $2,050 

$1,667 2 - 2 - 2,027 
2,000 a - 3 - 2,014 
2,050 3 1 4 - 2,002 
2,100 4 1 5 5 1 25,000 
6 5 1 1,990 

2,200 6 1 7 7 6 1 1,979 
8 7 2 1,965 

9 8 1 1;95h 

2, 300 9 1 10 10 9 1 1,942 
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The supply schedule (unchanged from case 1) and the new demand 
schedule using the implied cash prices offered by the credit bidders, 
is shown in the table and chart for case 2. 

The highest credit bidder is now bidding an implied price of $2,050, 
and the next 3 credit bidders are also bidding more than the $2,000 
offered by the cash bidder. The 2 highest of these 3 credit bidders 
are clearly bidding enough to take the 2 existing houses offered at 
$1,667 or more, and the third is bidding enough to satisfy the existing 
houseowner whose reservation price is $2,000. The fourth credit bid- 
der and the eash bidder, however, cannot meet the demand of the 
builder or of the owner of the house priced at $2,100. Three houses 
are therefore sold, all of them to credit bidders and all of them at a 
price between $2,002 and $2,014. 

Several things may be noted about this outcome. First, the cash 
bidder, who would have been one of the successful bidders under the 
old terms, is unsuccessful under the new, even though he was prepared 
to pay 20 percent more than the price in case 1, and even though he 
is prepared to pay the minimum asking prices of the owners of all 
three of the existing houses that are sold. Second, the highest credit 
bidder, who would also have been successful under the earlier terms, 
got a house under the new terms for somewhat less per month than 
he would have paid under the old terms—between $8.30 and $8.35 
instead of $8.44—but he had to make a downpayment some 20 percent 
larger (tables 66 and 67). Third, a new house was not built even 
though the highest credit bidder was prepared to pay as much as the 
cost of building. 

This last fact may suggest that terms were not sufficiently relaxed 
to raise the value of the standing stock above the cost of construction, 
and so should be relaxed further in order to make new houses attrac- 
tive in the market. Case 3, however, will suggest that the level of 
construction costs might also play a part. 

Case 3.—If the cost of building were $1,950 instead of $2,050, all 
other conditions remaining the same as in case 2, a new house would 
be built and sold in addition to the 3 existing houses that were sold in 
the previous example. Furthermore, the price at which these trans- 
actions would take place would be slightly lower; it would be in the 
narrow range between $2,000 and $2,002, instead of between $2,002 
and $2,014. ‘Worth noting here is the fact that the cash bidder is still 
unsuccessful, even though he is prepared to pay more than the builder’s 


asking price, and as much as the highest reservation price on the exist- 
ing houses that are sold. 
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Case 3 
emernid 
price e@ number of houses At price 
not lower | offered is: The number of bidders is:| + highep 
than Exis | New. ota Credit asa than 
1 1 ~ $2,050 
$1,667 2 - 2 2 2 ~ 2,027 
1,950 2 1 3 - 2,014 
2,000 3 1 iL | 4 - 2,002 
2,100 L 1 5 4 1 2,000 
6 s 1 15,990 
2,200 6 1 7 7 6 1 13979 
8 7 1 1,965 
9 8 1 1,954 
2,300 9 1 10 10 9 1 1,942 
Case 3 
2200 2200 
Sellers 
p 2000 2000 
r 
4 
° Bidders 
n 1800 1800 
1600 1600 








Tea 2 2. *®. SS S 10 
Number of bidders and seller 

By following cases 2 and 3 into the next month we can see how the 
effectiveness of credit relaxation depends on the composition of the 
underlying demand and supply factors. We can also see why relax- 
ation may have only temporary effects, judged by measurable market 
developments. 

In cases 2A and 3A we shall assume that the two new families enter 
the market as usual (assumption 5), and that the two existing houses 
that regularly come on the market are offered (assumption 6). We 
shall also assume that any “extra” families who may have bought in 
cases 2 and 3, and any “extra” existing houses that may have been sold, 
are not replaced. The builder, however, is prepared to build a new 
house whether or not he built a house the month before. 

Case 2A.—Developments in case 2, together with our assumptions 
about the bidders and houses replaced, leave us with the supply and 
demand schedules shown for case 2A. Whereas 3 houses were 
41549—59—37 
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sold in case 2, only the 2 houses regularly sold under the original 
credit terms (case 1) will be sold in case 2-A. The price, however, 
will be higher than under the original terms, but perhaps a little 
lower than in case 2. It will be no higher than $2,002—the highest 
price at which 2 houses will be bought—and no lower than $2,000, for 
at this price 4 bidders would be seeking to purchase, although for 
even 3 to be successful the price would have to be at least $2,050. 
Both of the successful bidders buy on credit, and we now have 2 un- 
successful cash bidders prepared to pay $2,000. 

Case 3A.—Similarly, case 3 would be succeeded by the conditions 
shown for case 3-A. Here too, fewer transactions will occur than in 
the predecessor case (case 3), and the price arrived at will be lower— 
between $1,990, at which price 4 bidders would be trying to buy, and 
$2,000, the highest price at which there are 3 bidders. In this case 
the two cash bidders are successful. 
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Case 3A 
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Case 2B 
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In case 2-B, which represents the supply and demand situation that 
would follow case 2—A, a rather unstable equilibrium condition has 
developed. The 2 houses regularly offered for not less than $1,667 
are sold for $2,000, 1 to the highest credit bidder, the other to 1 of the 
3 cash bidders who have been unsuccessful so far. This condition is 
unstable, because the decision about which of the 3 cash bidders 
gets the second house must be made by some system of allocation other 
than market processes. If such a “tie-breaking” system is available, 
case 2B could continue to prevail so long as the demand and supply 
conditions we have assumed continues to persist. 

This situation, apart from the element of instability, is similar to 
that in case 1. Prices, and the amount of credit that will be used, are 
higher. 

Case 3—A is not followed immediately by an equilibrium situation, 
but if we were to continue in this same fashion, we would find that 
after 4 months, the “extra” credit bidders offering implied prices of 
$1,990, $1,979, $1,965, and $1,954 would have been satisfied. The 
third bidder would then be offering $1,942, which is below the price at 
which the third house—the new house—is offered, and from then on 
the outcome would be the same as in case 2-B as far as number of 
transactions is concerned; the price would be between $1,942 and 
$1,950 and the amount of credit used would be smaller than in case 2—-B. 

Thus, case 3 resulted in more building and ended with lower prices 
than did case 2. This is attributable to the fact that the cost of 
building is lower in case 3 than in case 2. 


DOWNPAYMENTS AS WELL AS MONTHLY PAYMENTS AN ELEMENT IN PRICE 


In our first set of examples we have considered that credit bidders 
could and would make whatever downpayment was required to en- 
able them to purchase with the largest mortgage their monthly pay- 
ment would support and the smallest downpayment the rules would 
permit. In our second set of examples we shall relax the second part 
of this condition and assume that each credit bidder has a maximum 
downpayment that he is prepared to make. These payments are not 
affected by terms and conditions prevailing in the market. 

A portion of the schedule we shall use is shown in table 68. This 
table is analogous to table 64, and under the restrictions applying to 
our first set of examples, is consistent with it. Note that cash bidders 
constitute special cases of bidders who are prepared to make no 


monthly payments, and downpayments equal to the prices they are 
prepared to pay. 
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Again we must convert the credit bids into equivalent cash prices. 
This has been done in table 69 by the same procedure as in tables 66 
and 67. Table 69 has been shortened, however, to show only the por- 
tion of table 68 relevant for credit bidders. 


TABLE 69.—Implied cash prices offered by credit bidders at monthly payments of 
stated amounts and downpayments of stated amounts, if monthly payment 
per $1,000 of mortgage is $8.44 


And a downpayment of— 
At a monthly payment of— 





s000 | se00 | soo | sam $500 








$400 | $300 | $200 | $100 


The price offered is— 














| | | 
RIN icc cate cig canine cnemhonaraaaaes $1, 907 | $1,807 | $1, 707 | $1, 607 | $1, 507 | $1,407 | $1,307 | $1, 207 $1, 107 
| Eee ee ee 1, 895 | 1,795 1, 695 1, 595 1,495 | 1,395 | 1,295 | 1,195 1, 095 
ND iiases saiewste seietintncasnbeistecha cents eee 1,889 | 1,789 | 1,689 | 1,589 | 1,489 | 1,389 | 1,289) 1,189 1, 089 
3. 1,883 | 1,783 | 1,683 1,583 | 1,483 | 1,383 1,283 1, 183 1, 083 
1,777 1,677 | 1,577 1, 477 1, 377 Ec a Oe Yo 1, 077 
1,771 | 1,671 1, 571 1, 471 | Lol) 1.221 437) 1071 
1, 765 1, 665 1, 565 1, 465 1, 365 | 1,265 | 1,165 1, 065 
1, 759 1, 659 | 1, 559 1, 459 1,359 | 1,259 | 1,159 1, 059 
1, 75¢ 1,653 | 1, 553 1, 453 1, 353 1, 253 1, 153 1, 053 
iacaiaias 1 747 1, 647 | 1, 547 1,447 | 1,347 1, 247 1, 147 1, 047 

| | | | 








Case 4.—If we now reexamine case 1, on the assumption that the 
credit bidders make, not the smallest downpayment permitted by the 
rules, but the largest they are prepared to make, we have the situation 
represented in the table and chart for case 4. Here the prices credit 
bidders are prepared to pay are higher than before, and the price 
likely to be set is in the range between $1,895 and $1,907, but the qual- 
itative result is the same: The cash bidder and the highest bidder each 
gets a house, and no new house is built. 

Case §—With the relaxation of credit terms assumed in case 2, and 
relaxation of the limitation on downpayment to permit bidders to 
make larger downpayments than the minima permitted by rule (table 
70), we get a result somewhat different from that obtained earlier, 
as is shown in the table and chart for case 5. The effective prices 
credit bidders are offering are higher than in cases 2 and 3 because 
the bidders are offering higher downpayments, and the relative posi- 
tions of bidders on the price scale change. 
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Case 
unply Demand _ 
price e number of houses : .| At price 
not lower offered is: The number of bidders ist] 6+ hicher 
than Existing] New | Total | Total | Credit] Cash than 
= 1 $2,000 
$1,667 2 - hel 1 1 1,907 
2,000 3 > 3 3 2 1 1,895 
2,050 3 1 h 4 3 1 1,889 
2,100 4 1 5 5 4 1 1,883 
6 S 1 1,807 
2,200 6 1 7 7 6 1 1,795 
8 7 1 1,789 
9 § 1 1,783 
2,300 9 1 10 10 9 1 1,777 
Case 
2200 2200 
Sellers 
p 2000 2000 
Tr 
4 
c 
© 1800 1800 
1600 1600 








- eo 2 3 4 5 6 7 8 9 10 
Number of bidders and sellers 
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Case 5 








Ip 


ber h 2s ? 
= re sd Tagg ‘The number of bidders is: 


xis ting Cash 
















not lower 
than 


not higher 
than 





$2,130 
2,115 
2,108 
2,101 
2,030 
2,015 
2,008 
23001 
2,000 
1,986 


MmPepipneteopesds 
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Case 5 


2200 2200 


Sellers 


2000 Rm 2000 
Bidders 


oaQarn vy 


1800 1800 


1600 





0 2 3 4 5 6 7 8 9 10 
Number of bidders and sellers 
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TABLE 70.—Implied cash prices offered by credit bidders at monthly payments of 
stated amounts and downpayments of stated amounts, if monthly payment 
per $1,000 of mortgage is $6.91 


And a down payment of— 
At a monthly payment of— 


























$900 | $800 | $700 | $600 $500 $400 $300 $200 $100 
pail eisai pean | ene 
The price offered is— 
ER Fe _..---.----| $2,130 | $2,030 | $1,930 |.$1,830 | $1,730 | $1,630 | $1,530 | $1, 430 $1, 330 
Ms cia erase 2,115 2,015 1,915 1,815 1,715 1,615 1,515 1,415 1,315 
BU te eee wie ; _ 2, 108 2, 008 1, 908 1, 808 1, 708 1, 608 1, 508 1, 408 1, 308 
ek eg tines! & 208 2, 001 1, 901 1, 801 1, 701 1, 601 1, 501 1, 401 1, 301 
a 1, 993 1, 893 1, 793 1,693 | 1,593 1, 493 1, 393 1, 293 
$8.20 1, 986 1, 886 1, 786 1,686 | 1,586 1, 486 1, 386 1, 286 
| 1,979 1,879 1,779 1,679 1, 579 1,479 1, 379 1, 279 
$8.10 1,972 1, 872 1,772 1,672 1, 572 1,472 1,372 1, 272 
$8.05 ‘ 1, 964 1, 864 1, 764 1,664 | 1,564 1, 464 1, 364 | 1, 264 
$8.00 1, 957 1, 857 1, 757 1,657 | 1,557 1, 457 1, 357 | 1, 257 
Se iteattviccaeawe * ; aieewe 1, 950 1, 850 1, 750 1,650 | 1,550 1, 450 1, 350 1, 250 
ae... alae eekdiecaaeset binaeenarien 1,942} 1,842 1,742 | 1,642] 1,542 1,442 |. 1,342 1, 242 





Instead of three existing and no new houses being sold at a price 
between $2,002 and $ $9,014, as in case 2, we have 4 houses sold in all, 
d existing and 1new. The price is set between $2,050, the lowest price 
at which 4 houses are offered for sale, and $2,101, the highest price 
at which 4 houses will be purchased. Parenthetically we may note 
that whereas in case 2 there was only 1 unsuccessful credit bidder ahead 
of the cash bidder, in case 5 there are 4. As we shall see (case 5—A), 
however, not all of these are effective bidders. 

Case 6—If construction costs were $1,950 instead of $2,050, we 
would have the supply and demand schedules shown in the table 
for case 6. Four houses are likely to be sold at a price between $2,030 
and $2,101, a slightly wider range than in case 5. 


Case 6 
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not higher 
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Case 5-A.—If we reexamine case 2—A in the same fashion, we have 
the situation shown in the table and chart for case 5-A. The outcome 
appears to be the same as in case 2—A, except the upper limit of the 
price is higher. 

But this is not consistent with our assumption about the terms on 
which mortgage credit is available. To bid a price of $2,030, a bidder 
must be prepared to make a downpayment of $812. Table 70, how- 
ever, indicates that the bidder of $2,030 is prepared to make a down- 
payment no larger than $800. The next three bidders shown for case 
5—A are also deficient in downpayment, so it is not until we come to our 
cash bidder that we find one able to meet the credit terms we have 
assumed to be in force. The price arrived at will therefore be between 
$1,986 and $2,000, and the cash bidder is successful. This is a stable 
situation in that the outcome will be the same in succeeding months. 

Case 6—~A.—Extension of case 8—A produces a similar result. In- 
stead of the price settling between $2,008 and $2,015, it settles between 
$1.979 and $1,986, as is shown in the table and chart for case 6—A. 
Again the cash bidder is successful, thanks to the rule governing credit 


Case SA 












Supply 













At price The number of houses j, 

‘ak ca ee The number of bidders is: not higher 

than __|Txistine than 
x z - $2,130 
(2) (2) - 2,020 
(3) (3) - 23015 
(4) 9) - 2,008 
(5) (5) - 2,001 
(6) 2 (5) 1 1 2,000 
(7) 3 (6) 2 1 1; 986 
(8) 4 (7) 3 1 1,979 
(9)5 (8b 1 1,972 





Note: Bidders represented by numbers in parenthesis are not eligible to 
bid at these prices because their downpayments do not represent 0 per 
cent of the prices bid. 





STUDY OF MORTGAGE CREDIT 





Case 5A 


2200 2200 





p 2000 2000 
r 
i 
c 
e 
1800 1800 
1600 1600 
Ss 2 8 2 &€ 8 FT 8 ¢ @ 
Number of bidders and sellers 
Case 6A 
Supply Dewand 
At price he number of houses _| At price 
not lower offered is: The number of bidders is: not higher 


than __|Pxisting Credit [cash | than 


1 1 - $2,130 

$1;667 2 - 2 (2) (2) - 2,030 
1,950 2 1 3 (3) (3 - 2,015 
2,100 3 1 LG (h) (4) - 2,008 
(5) (5) - 2,001 
2,200 5 1 6 (6) 2 (5)1 1 2,000 
(7) 3 ) 2 1 1,986 

1597 

2,300 8 1 9 (9) 5 (8) 4h 1 1,972 


Note: Bidders represented by numbers in parenthesis are not eligible to 
bid at these prices because their downpayments do not represent 0 per 
cent of the prices bid. 
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Case 6A 


2200 Sellers 2200 


P See8Rosere 2000 
_ 
2 
c 
e 
1800 1800 
1600 1600 





i ee ae ae ae ae a ae 
Number of bidders and sellers 


terms. This is not a stable situation, but after another 5 months 
stability would be reached and the price would settle between $1,942 
and $1,950, as may be seen in the table and chart for case 6-F. 


RELAXATION OF DOWNPAYMENTS 


The first effect of a relaxation of credit terms by way of lowering 
monthly payment per $1,000 of mortgage is thus likely to be an 
increase in the prices at which transactions take place. As extra 
families are satisfied at these prices, as we have seen, prices are likely 
to fall, reflecting the fact that the remaining bidders cannot or will 
not make the downpayments required. Further relaxation of monthly 
payment terms may make some families eligible again, but at some 
point the solution is likely to be sought in relaxation of dow npayment 
requirements. 

Let us assume that the required downpayment is now reduced to 
10 percent of the price. We need not go through a further set of 
examples in detail, but we may suggest how this relaxation would in- 
fluence developments. 

The reader may like to proceed through cases 7 and 8—on the as- 
sumption that the required downpayment i is 10 percent—as we have 
already gone through cases 2, 3,5,and 6. He will find that the outcome 
of case 7 is the same as case 2-B, with the price at $2,000, and a number 
of unsatisfied cash bidders using some nonmarket technique for alloca- 
tion. He will also find that case 8 develops into case 6—-F, with the 
price between $1,942 and $1,950. 
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Case 6F 

































Suppl Demand 
A i T n} $ sac 
At price The nuaber of houses At price 
a8 : The nwnbor of bidders is: : 
not lower offered is: > not higher 














than New Total] Total | Credit Cash than 





2200 2200 


2000 2000 


®anwnty 


1800 1800 


1600 


1600 





a a oa ae i a 9 10 
Number of bidders and sellers 


Case 7 


— 















Demand 


he number of houseS | The number of bidders is: 
offered is: : 
Existing| New | Total | Total | Credit | Cash 









At prico 
not higher 
than 





not lower 
than 


1 - 

$1,667 2 - 2 - 
2,050 2 1 3 - 
2,100 3 1 : - 
2,200 5 1 5 1 
6 1 

7 1 

8 1 


2,300 8 2% 











ee 
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Case 7 


2200 





2200 
: 2000 2000 
r 
i 
°c 
* 
1800 1800 
1600 1600 
wee Der FE A He 8. HO 
Number of bidders and sellers 
Case 8 
Supply Uemand 
price he number of houses |p er . | At price 
not lower offered is: he number of bidders iss not higher 
than than 
$1,667 2 > 2 2 2 - 2,030 
1,950 2 1 eee 3 - 2,015 
2,100 3 a h = 2,008 
5 5 - 2,001 
2,200 5 a 6 6 5 1 2,000 
7 6 x 1,986 
8 7 1 1,979 
2,300 8 i 9 9 8 1 1,972 
10 9 1 1,96 
11 10 1 1,957 
2,400 n 1 12 12 ai: 1 1,950 
13 12 1 1,92 
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If we were to assume that cases 7 and 8 followed immediately after 
cases 5-A and 6-F in time, we should find that the reduction of the 
required downpayment would result in a rise in price. If cases 7 and 
8 followed cases 5 and 6, the result would be a slower decline in price 
as more “extra” bidders had to be satisfied befcre the effect of the whole 
set of relaxations had worn off. 


INTEREST RATES AND HOW PRICES ARE PAID 


We have been assuming throughout that the bids people are prepared 
to make—treating monthly pt ayments and downpayments separately— 
are fixed and independent of conditions and developments in the 
market. As was pointed out earlier, in any real situation people’s 
preferences and willingness to pay prices are affected by a host of 
developments. The : assumption we have made is a convenient one for 
studying how changes in particular conditions are likely to work out, 
and as a 1 practical matter, any analysis would be most difficult without 
it. 

One element affecting decisions should be singled out as pertinent 
in the present survey —not to say that it will affect everyone or that 
it will be decisive—but to recognize the kind of modification it is 
likely to work in the kinds of cases we have considered. This element 
is the level of interest rates—more particularly, the relation of the 
mortgage interest rate to the rate participants in the market can.earn 
on their invested assets. 

We referred earlier to the fact that the mee payment per $1,000 
of mortgage could be reduced from $8.44 to $6.91 either by reducing 





ee eS a ——_ 





vs 
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the mortgage interest rate from 6 percent to 3 percent, leaving the 
maturity at 15 years, or by leaving the interest rate at 6 percent and 
extending the maturity from 15 years to 2114 years, or by changing 

ate and 1 maturity in some intermediate combination. This relation- 
ship is illustrated in figure 7, which shows that the monthly payment 
per $1,000 of mortgage is $6.91 at 5 percent interest and 1814 years 
maturity and at 4 percent and 1614 years, as well as at 3 percent and 
15 years and 6 percent and 2114 years. 
We can reasonably assume that the particular change made will not 
affect the willingness of bidders to make monthly payments of given 

amounts. We are not so clearly justified in assuming, however, . that 
the nature of the change is irrelevant for bidders’ willingness to make 
somneey ments of given amounts. 

Say that in the starting situation our bidders can earn 6 percent by 
inv vesting their assets for i income. By converting some of these assets 
to investment in a house by way of a downpayment, bidders lose an 
income of 6 percent interest on the amount of the dow npayment, but 
they also save the same amount of interest by having a smaller mort- 
gage (disregarding tax effects). By and large, bidders may be as- 
sumed to be quite indifferent to the amount of downpayment, within 
the limit of their investable assets. 

If now the rate of return on investment were to fall to 3 percent, 
bidders would stand to save more in mortgage interest on any par- 
ticular amount of downpayment than they “would lose in investment 
income. We might reasonably expect, as a result of such a change, 
that bidders would be prepared to make larger downpayments than 
before and, in the extreme, that more bidders would be prepared to pay 
all cash. 

Similarly, if the return on investment were to remain at 6 percent 
while the mortgage rate dropped to 3 percent, we should expect bidders 
to be more reluctant to make downpayments of any appreciable amount. 
Perhaps also, the proportion of bidders prepared to pay all cash would 
decline appreciably. 

We may also note a related effect on mortgage maturities. If the 
mortgage interest rate is below the rate of return bidders can earn on 
other investments, and if bidders have a choice of maturities, we should 
reasonably expect them to prefer long over short. The long maturity 
would extend the period during whic h the differential advantage of the 
higher investment income over the lower mortgage interest cost could 
be enjoyed. If, on the contrary, the mortgage rate is higher than the 

- of income on alternative investments, we might ordinarily expect 
hat bidders would prefer short over long maturities. 

This is perhaps a round-about and formal way of expressing the 
common observation that when mortgage rates are “high” (relative to 
other rates of return) many people try to pay off their mortgages 

rapidly, or to stay out of debt, and when mortgage rates are “low,” 
some borrow heavily and try to stay in debt. 


41549—_59——38 
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INTEREST RATES AND OUTSTANDING DEBT 


The credit terms by which the monthly payment per $1,000 of mort- 
gage is reduced affect the amount of debt outstanding in still another 
way. Ina market such as that assumed in our beginning example, in 
which mortgage lending goes on at a steady rate of $1,000 per month, 
ul mortgages. run for 15 years, and bear interest at 6 percent, the 
amount of ‘debt outstanding will stabilize at the end of 15 years at 
$103,744. If, in order to reduce the monthly payment per § $1,000 of 
mortgage from $8.44 to $6.91, the interest rate is cut to 3 percent, the 
stabilized volume of outstanding debt will be $97,161. 
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FIGURE 
Monthly Payment per $1000 of Mortgage by Maturity 
at Various Interest Rates 
Maturity, in years 
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Such a large change in interest rate is not ordinarily to be expected 
in any short period in the absence of very marked changes in economic 
conditions or the structure of the economy. The same result, as we 
have seen, can be obtained by a change in maturity from 15 years to 
2114, without change in the interest rate. If we make this change, 
however, the stabilized volume of outstanding debt, at the end of 211, hb 
years, becomes $156,303, half again as large as on the original terms. 

We can now explore the effect on the stabilized volume of outstand- 
ing debt of the relaxation of credit terms considered in our earlier 
examples. We assumed that in the situation from which we started, 
there were 360 houses, half of them mortgaged and half debt free. 
Each mortgage was for 15 years at 6 percent interest, and 1 of the 
mortgages had been written each month for the past 15 years. At the 
start, then, the outstanding amount of debt was $103,744. 

If we now assume that each of the stable cases we examined earlier 
were to prevail, in turn, for an indefinite period, the stabilized volume 
of outstanding debt would be as set out in table 71. Here it may be 
noted first, that the stabilized amount of debt outstanding tends to be 
larger under the relaxed terms than under the original terms of 
case 1; second, that the debt tends to be higher if the interest rate 
on investment is higher than the rate on the mortgage; and third, 
that in each pair of cases, the debt tends to be smaller in the case w ith 
the lower construction costs than in the case with the higher con- 
struction costs. 
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E. Farm Housing 


DEMAND AND NEED FACTORS—UNITED STATES FARM 
HOUSING, 1961-70 


GLENN H. BEYER, Director, Housing Research Center, Cornell University, 
Ithaca, N. Y. 


This memorandum is submitted in response to the following ques- 
tions: 


What is a reasonable estimate of net change in farm house- 
holds which will occur in each of the years 1961-70 ? 
What is a reasonable estimate of the number of farm fami- 
lies who will occupy substandard housing in 1960? 
Assuming no change in existing facilities to relieve sub- 
standard peas conditions of farm families, how many 
l 


such families will occupy substandard units in each of the 
years 1961-70? 


NET CHANGE IN FARM HOUSEHOLDS, 1961 TO 1970 


The trend of a decline in the farm population * of the Nation, both 
numerically and in relation to the population of the Nation as a whole, 
is generally well known. In 1910, rural areas, largely farms, com- 
prised 54 percent of the population, whereas in 1950 they accounted for 
only 41 percent, of which only one-third lived on farms.? 

Numerically, the farm population was made up of approximately 
25,058,000 persons in 1950, representing 16.6 percent of the total popu- 
lation. In 1958, according to Census estimates, there were 4,251,000 
fewer persons living on farms; the total then represented only 12.0 
percent of the total population. (See table 72.) 

More important than “population,” to the subject of housing, is the 
trend in the number of “households.” The Census counted a total of 
6,275,000 rural farm households in 1950, and according to its Current 
Population Series, estimated only 5,218,000 in 1957. While the CPS is 
designed to measure level, and does not pretend to measure year-to-year 
changes with any reliability, it is interesting to note that the decline 
per year, based on the “level” estimates, varied from an average of 
143,000 during the 1953 to 1955 period to 171,000 during the 1955 to 
1957 period. (See table 73.) 


‘One of the difficulties in writing about farms and farm population is the lack of a 
generally agreed upon definition of who is a farmer. Since frequent use is made in this 
paper of United States census data, the definition used is that used by the Bureau of the 
Census. The 1950 farm residence classification was based upon the respondent’s concep- 
tion of whether or not he lived on a farm. The census farm housing data therefore include 
not only commercial farmers but also submarginal farmers, part-time farmers, and 
residential farmers. 

?Glenn H. Beyer and J. Hugh Rose, Farm Housing, A Volume in the Census Monograph 
Series, New York: John Wiley & Sons, 1957, p. 1. 
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TABLE 72.—Population of the United States, including Armed Forces overseas, 
and farm population: April 1950 to 1958 





Total Farm population 
population 
including 














Year Armed | Percent 

Forces Number of of total 

overseas persons popula- 

tion 

i le Se A eee 173, 435, 000 20, 827, 000 12.0 
ies i a ae nal | 170, 510, 000 | 20, 396, 000 12.0 
Si re ea eS Eee ae Be 167, 498, 000 22, 257, 000 13.3 
SULA Sha ok oh. ae aa patie ache teiaveseiesmmanadainied | 164,619,000 | 22, 158, 000 13.5 
NS i a ce ee 161, 761, 000 13.5 
a 159, 012, 000 14.3 
Id 156, 421, 000 | 24, 283, 000 15. 5 
SN eee on Tre akin aie a a a ie 153, 691, 000 | 24, 160, 000 15.7 
a led sven 151, 132, 000 25, 058, 000 16.6 





Source: U. S. Bureau of the Census, Farm Population, Estimates of the Farm Population of the United 
States, April 1950-58, Series Census-A MS (p. 27), No. 25, Aug. 8, 1958. 


TABLE 73.—Farm households in the United States, 1950, 1953, 1955, and 1957 





a el a ails 6, 275, 000 
I a tahitian ioeniigot debian ince 5, 831, 000 
AWOTERS BODGE) GOCPORED FRO Siew niece nce dcccensens * 144, 000 
NNN NN ces aa es re ST 2  cltieatehinieeametnteanenelinciuh 5, 545, 000 
ES Rt EO CTIERD Bt OO oie cena ce can sees eens * 143, 000 
ac aahlemieiliniae 5, 218, 000 
I ET OCTRND FRO oie een ncneannoces *171, 000 
PWOECRIS RT MCC Ts ae nn hn eects *151, 000 


1 Beeause the CPS does not pretend to measure year-to-year changes, there may be an 
appreciable error in these figures. 


Source: U. S. Bureau of the Census, Current Population Reports, Households and 
Families, by Type: 1950-57, series P—20, No. 76, July 5, 1957. 

There are a number of well-established explanations for this decline 
in the farm population. Undoubtedly the chief factor has been mech- 
anization. The main effect of mechanization, according to the 
United States Department of Agriculture,’ has been the reduction in 
the number of acres formerly used to grow feed for horses and mules. 
(Less than 3.5 million horses and mules remained on farms in 1958. 
This represents a drastic decline from the more than 22 million in 
1920. The difference has been accounted for by an increase in the 
number of tractors on farms, from only 246,000 in 1920, to over 4 
million in 1958). Another effect has been the rise in labor produc- 
tivity. Labor saving machines and equipment have helped to reduce 
costs. Harvesting equipment, for example, has undergone revolu- 
tionary changes. Whereas there were 11,592,000 persons (or 31 percent 
of the working force) employed in agricultural pursuits in 1910, this 
number had declined to 7,369,000 persons (or only 11.9 percent of the 
working force) in 1950.4 The downward trend in labor required in 
farm work and the increased output per man-hour have been shown 
by many authorities.® 


*U. S. Department of Agriculture, Land, The Yearbook of Agriculture, 1958, Land and 
Advances in Technology, Washington: Government Printing Office, 1958, pp. 480-492. 

*J. Frederic Dewhurst and Associates, America’s Needs and Resources—A New Survey 
(Agrieustasal Capacity), New York: The Twentieth Century Fund, 1955, p. 805, reporting 
census data. 

5 See especially U. S. Senate, Manpower, Chemistry, and Agriculture, staff report to the 
Syecoumitpos on Labor and Labor-Management Relations, Government Printing Office, 
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Accompanying the trend toward mechanization has been the factor 
of increased farm crop yields and greater livestock productivity. Not 
only have new equipment and rie rei added to farm yields but 
chemical research has brought new types of fertilizers and new kinds 
of weed killers and insecticides. ‘There have also been improved 
varieties of crops, and improvements in breeding, feeding, and man- 
aging livestock. 

An important question is: At what level will the number of farmers 
become stabilized? To attempt to answer this question, it is import- 
ant to examine the different types of farms in order to delineate the 
commercial farms, which have most generally experienced the ad- 
vances in technology described above, from other types, including the 
many submarginal farms which actually contribute very little to 
gross farm output. 


~ In 1950, the percent of farms by economic class was distributed as 
follows: ° 


TABLE 74.—Number of farm families by economic class, 1950 














Number Percent 

sali = | 

Commercial farms: 
Class I (value of farm products sold in 1949 $25,000 or more)_-_- | 103, 231 | 1.9 
Class II (value of products, $10,000 to $24,999) __...__.____- bietaelerd 381, 151 7 
Class IIT (value of products, $5,000 to $9,999) _____ 721,211 | 13. 4 
Class IV (value of products, $2,500 to $4,999) ______- 882, 302 | 16.4 
Class V (value of products, $1,200 to $2,499) __ re : ; 901, 316 | 16.8 
Class VI (value of products, $250 to $1,199)__..---- ene : | 717, 201 | 13.3 

Other farms: { \ 
Part time-_-_..-- ee ee eee aes a ; a 639, 230 | 11.9 
Residential_- aos : ; 1, 029, 392 19. 1 
Abnormal (institutional farms, etc.) .--.-.--..--------- 5 pa ee 4, 216 | a 
Tete, ks Sei enamnaniae entities cn sac aaa ac ti ata legs Soa 5, 379, 250 100. 0 


If the first four economic classes are combined, and if classes V and 
VI are combined with part-time and residential farms,’ a usable sepa- 
ration of high production and low production farms is obtained. Such 
a separation would indicate that approximately 40 percent of the farms 
were in the first category (classes I through IV) and 60 percent in the 
other (classes V, VI) and (“other farms”). 

While the fact that a different farm definition is used for purposes 
of population and household estimates than for the purpose of an agri- 
cultural census creates problems of applying these percentages to 1958 
census estimates, such combination of statistics would seem to be 
permissible here since they are used only with respect to broad figures. 

It would seem, when trying to establish a level of farm households 
for any future date, that it would be desirable to observe the past trends 





1950 Census of Agriculture, vol. II. General Report, Statistics by Subjects, ch. XII. 

7 Part-time farms include farms whose sales of farm products in 1949 were $250 to 
$1,999, if the farm operator reported (a) that he had worked 100 or more days off the farm 
in 1949, or (b) that the year’s nonfarm income received by him and members of his family 
had been greater than income from the sale of farm products. Residential farms include 
all farms except abnormal farms, whose total sales of farm products in 1949 amounted to 
less than $250. Some of these represent farms on which the operator worked off the farm 
more than 100 days in 1949. Some represent farms on which the year’s income from non- 
farm sources had been greater than income from sales of agricultural products. Others 
represent subsistence and marginal farms of various kinds. Some farms included here 
Inight, under different conditions, have qualified as commercial farms. 
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in the number of farms based on their “major” and “scale” groups. 
These trends are shown in table 75. 

Several significant factors can be seen in these data. First, the 
family-scale farm is one of the largest types, numerically speaking, 
and they show evidence of the greatest downward trend. This could 
be the result of several factors, such as their flexibility in becoming 
large-scale farms. (An example may be the sharecropper units in 
the South which have, in many instances, become joined to the home 
unit and then become operated with wage labor.) * Another possible 


result is the migration of the sharecropper family to urban employ- 
ment. 


TABLE 75.—Trends in number of farms by major and scale groups, 1930 to 1950 





























| All com- | Large- Family- Small- Part-time 

Year Allfarms | mercial scale scale seale and resi- 

| farms farms farms | farms dential 

farms 

Thousands 
S——{— “I [oC 
ed 6, 289 5, 282 128 | 4, 356 798 1, 007 
ee hte enenainae 6, 097 4,717 119 | 3, 718 880 1, 380 
aca atl ais recast | 5, 859 4, 186 117 | 3, 284 785 | 1, 673 
ee ae 1 5, 379 3, 706 | 103 | 2, 886 717 1, 673 
Index 1930= 100 

ee olalicaecieiad ‘ a 
ee A Cea 100 100 100 | 100 100 | 100 
Rnb irks initia maheionasicen 7 89 93 | 85 110 | 137 
eae < 93 79 91 75 | 98 | 166 


Space ee tics dancinn veces 86 70 80 | 66 | 89 | 166 
| | | 





NotTE.—Large-scale farms, class I; Large family-scale, class II; Upper-medium family-scale, class LI 
Lower-medium family-scale, class IV; Small family-scale, class V; Small-scale, Class VI. 


Source: Ronald L. Mighell, American Agriculture: Its Structure and Place in the Economy, a volume 
in the Census Monograph Series, New York: John Wiley & Sons, 1955, p. 50. 


Another extremely significant factor can be seen in the upward 
trend of part-time and residential farms. (Mighell’s analysis indi- 
cates that this sharp upward trend may be a reflection, at least in 
part, of Census varying definitions of a farm over this 20-year period.) 

Perhaps the most significant factor that can be observed from the 
data in table 75 (and especially from the indexes shown in the table) 
is the lack of any great “selectivity” as far as farm “dropout” is con- 
cerned. In other words, it is not merely the class V farm or the 
class VI farm that is changing, but it seems to be all types. 

With no objective measures at hand, but recognizing that techno- 
logical factors will continue to operate, on the one hand, and there 
will be a pressure for greater agricultural productivity, on the other, 
it would appear that an estimate of between 300,000 and 700,000 
farms, to be lost by the end of the next decade, would be a conserva- 
tive estimate. This would mean a total of between 4,500,000 and 4,- 
900,000 farm households in 1970. 

How does such an estimate fit into the past trend of the relationship 
between total population and farm population in the Nation? The 
Census has projected the total number of households, up to that date, 
on the basis of four series, each representing a different set of assump- 


® Ronald L. Mighell, American Agriculture: Its Structure and Place in the Economy, A 
Volume in the Census Monograph Series, New York: John Wiley & Sons, 1955, p. 51. 
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tions as to birth rates, death rates, and migration. ‘These assump- 
tions, together with, the projections (in number of households) for 
July 1970, are shown below.® 


TABLE 76.—Estimated number of households in United States, 1975 








| Assumptions Total number 
households 
| a The rates of change (in percent single, percent who are heads of households, 61, 378, 000 


etc.) for each 10-vear period will be equal to the rates of change for the 
8-year period, 1947 to 1955. 


Series IT....... The average annual rates of change between 1950 and 1955 will continue to 60, 762, 000 
1975. 

Series ITI_....- Half the average rates of change between 1950 and 1955 will extend to 1975__- 58, 988, 000 

Series IV_.....| No change in the relevant measures (percent single, percent who are heads 57, 110, 000 


of households, ete.) will occur after 1955. 





The 4,900,000 farm households would represent approximately 8 
yercent of the series I estimate of the census, and the 4,500,000 farm 
houbiieiis would represent approximately the same percentage of the 
series IV estimate. This would seem to be a reasonable projection 
of a trend which in the past has been depicted by these percentage 
estimates : 1950—16.6 percent ; 1953—14.3 percent ; 1956—13.3 percent; 
and 1958—12.0 percent.?° 

A summary of these projects is shown in table 77. 


TABLE 77.—Farm households in the United States, 1950 and 1957, and projections 
to 1960 and 1970 


Number of 

Year: households 
aoe, (eens lO eee ee Ae gt eos oe 6, 275, 000 
1007 (OSUIMAING) 356t ois ng 4 ocerhne Ohne ees 5, 218, 000 


High projection Low projection 


Ba asian sam a 
SS 6 edadp ui patettbecd 


| 
aaat PE ee eee Net loss of only 24,500 households Net loss of only 55,200 households 
Rita d eats aude me 
| 
| 
} 


1965 |) (average per year for 13 years), most (average per year for 13 years), most 
eRe eee of loss by 1960. of loss by 1960. 


1967 
1968 
PE eta ore ckkangns a" 

1970 (projected) ......-- + bits dndreene th tens hp oes ces 


' 


4,500,000. 


It can be seen from table 77 that, if the higher level of total household 
formation would be attained, there would be a net loss of only 24,500 
(average) farm households per year over the 13-year period 1957 to 
1970. If the lower level were attained, there would be a net loss of 
only 55,200 (average) per year for the same period. Even if there is 
an error as high as 50 percent in the average annual net loss of 151,000 
farm households (mentioned earlier) during the period 1950 to 1957, 


_* Source: U. S. Bureau of the Census, Current Population Reports, Projections of the 
Number of Households and Families, 1960 to 1975, Series P—20, No. 69, August 31, 1956. 

1° This trend is not to be taken too seriously, however, since it is likely to reverse itself 
as the population of the Nation continues to grow, and the total number of farm families 
hits a “floor,’’ or even moves slightly upward if some lands are brought back into cultiva- 
tion (such as the lands in the Atlantic States that have reverted to grazing and forest 
uses). It would appear that, despite the current farm surpluses, by 1970 agriculture will 
be faced with a need for productivity surpassing any rate of production of the past. 
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these data indicate that the number of farmers may be reaching a point 
of stabilization soon. This would tend to indicate a rather sharp dro 

in the next few years to a range between 4,900,000 and 5,100,000 house- 
holds in 1960, with a leveling off after 1962 or 1964 (fig. 8). (There 


FiguRE 8. TREND IN NUMBER OF FaRM HOUSEHOLDS 











7,000,000 meroemneemmtimectry 
6,000,000 inl 
| 
5,000,000 = ee eae = a= a ee 
is 

44,000,000 . 














1950 19531955 1957 1960 1970 


Source: 1950 to 1957: U.S. Bureau of the Census; 
1957 to 1970: Author's Projections. 


will, undoubtedly, be small losses and gains after that period, depend- 
ing upon the year-to-year factors at work.) This situation, then, 
would tend to indicate that we are going to the kind of situation that 
existed from 1910 until 1947, when the drop in farm population was 
smaller, for the entire 37-year period, than it has been for the 10-year 
period since 1947. 

While the above analysis may be crude, it does point out the prin- 
cipal factors at work that will determine the number of farm house- 
holds between 1960 and 1970. The ultimate validity of the projections 
will rest, of course, upon the validity of the various assumptions that 
are stipulated. For example, the Census projections clearly imply a 
continuation of a period of high employment, and this has been the 
basis for the total number of household projections to 1970. It has 
been theorized that, in times of depression, families tend to leave the 
city for the land on farms. If any continuing or serious recession or 
depression should occur, a new appraisal undoubtedly would be re- 
quired of the trends that have been projected. 


NUMBER OF FARM FAMILIES OCCUPYING SUBSTANDARD HOUSING, 1960 TO 
1970 


In order to project a reasonable estimate of the number of farm 
families who will occupy substandard housing in 1960 and 1970, it 
is necessary to begin with the base of information from the 1950 
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United States census. Table 78 shows the condition and plumbing 
facilities of all dwelling units in that year. 


TABLE 78.—Condition and plumbing facilities, all dwelling units, 1950 


























[Percent] 
Condition and facilities Total Total Urban Rural Rural 
nonfarm nonfarm farm 
| 
Ok NN enc Ro PE ok ed eten 90.3 91.8 93. 5 | 86. 6 80.5 
With private toilet and bath and hot running | 
a ee aed bce he ee 63. 1 69. 5 77.8 44.8 23.3 
With private toilet and bath and only cold water_ 3.2 3.4 3.2 3.9 2.1 
With running water, lacking private toilet and 
oe re ee ea eae 12.3 11.4 10.5 16.0 15.0 
Dit CRN WIENS. 25255. cnadsocneesdncesens 11.5 7.0 2.0 21.9 40. 1 
imme aot re eer a re 97) 8&2 eel -anelr we 
With private toilet and bath and hot running | 
en a a 1.4 1.6 | 1.8 | 9} -5 
Lacking hot water, private toilet or bath....-..-- 8.3 6.6 4.7 12.5 19.0 
Os ee | 100.0} 100.0, 100.0; 1000/ 100.0 














Source: U. S. Bureau of the Census, 1950 Census of Housing, Vol. I: General Characteristics; Pt. I: 
United States Summary, pp. 1+4. 


To understand these figures, it is helpful to observe the distribution 
of units by condition and | availability of water and plumbing facilities 
for farms in the various economic classes. These data are shown in 

table 79. 


TABLE 79.—Condition and plumbing facilities, by economic class of farm, 1950 











[Percent] 
l 
| Hot and cold} Cold water Installed 
Type of farm | Dilapidated | running | only | Flush toilet bath or 
| water shower 
| 
Commercial farms: 
Cees 6 MG. BE. 6 s2c.cces 3 70 10 65 70 
RE eB eS 5 48 14 44 47 
Class IV ‘ ee he 11 32 | 14 29 33 
ie aS a rede 19 22 13 22 24 
we 4. eae oe anees 30 | 10 8 ll 14 
Other farms: | 
ES ee ee 16 30 | 13 30 32 
DMSNINA  occkaddutiocace 23 25 12 25 28 


Source: Glenn H. Beyer and J. ak Rose, Farm Housing, a volume of the Census Monograph Series, 
New York, John Wiley & Sons, 1958, pp. 32-33. 

Several facts are obvious from these tables. First, the percentage of 
houses structurally pn: e., dilapidated—is appreciably higher 
on farms than in urban areas. Second, the percentage lacking running 
water and the regular siadabieis facilities is likewise appreci iably 
higher on farms (for example, 40 percent of all farm homes still lacked 
running water in 1950). Finally, the percentage of farmhouses found 
to be substandard (defined here as dilapidated or lacking some of the 
facilities or running water) was appreciably higher among the low 
production farms. 

In 1950 only 23 percent of the farmhouses of the Nation were con- 
sidered standard—that is, if standard houses are defined as those that 
were not dilapidated and that had all plumbing facilities. Numeri- 
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cally, this amounted to only 1,318,800 units. On the other hand, 77 
percent, or approximately 4,184,000 units, were substandard.* ; 

The National Housing Inventory of 1956 has indicated some im- 
provement in the overall housing inventory of the Nation between 1950 
and 1956. It was estimated that during the 6-year period the number 
of substandard units (using the definition given above) declined from 
approximately 35 percent to approximately 25 percent. 

While there are no data available, it is doubted whether a similar 
decline was experienced in the substandardness of farm housing. A 
number of factors may be cited as support for this conclusion. First, 
the existing condition of many of the farmhouses can undoubtedly be 
traced back to the generally low income of farm families from 1920 to 
the last world war. This situation prevented them from making any 
extensive repairs or alterations especially with regard to housing of 
tenants—who represented nearly one-third of the farm operators in 
1950—before 1946, and they made few improvements after that time. 
(There has been a tendency for landlords to delay necessary repairs.) 
However, these low standards are not wholly governed by income. 
Tradition is a contributing factor. While modern communication and 
improvements in transportation have brought the farmer closer than 
ever to the urban dweller, farm families have for generations become 
accustomed to a way of life—in this instance frequently lacking run- 
ning water and modern plumbing facilities—that yields only slowly to 
change. Finally, it has been pointed out (in table 79) that the highest 
proportion of dilapidated housing is found among two types of 
farms—class VI and residential farms. While it has been shown (in 
table 75) that there has been some decline in the class VI farms, the 
submarginal sort of farm, which is included under the classification of 
residential farms, may become an even more important part of the 
farm housing inventory than it was in 1950. In fact, if this group 
continues to have the most dilapidation, it might well be that there 
would be no overall improvement in condition between 1960 and 1970. 

On the other hand, continued prosperity among some farmers, espe- 
cially many of those on large-scale, large family-scale, and upper- 
medium family-scale farms (classes I, IT, and ITI), would indicate that 
there has been some overall improvement in housing conditions from 
1950 to 1960. If this improvement represented a sufficient number of 
units to constitute a 5 percent improvement of all the substandard 
farmhouses, the percentage of substandardness would be reduced to 
72 percent in 1960 (from 77 percent in 1950). If there will be 
5,100,000 farm households in 1960, this would indicate approximately 
3,672,000 occupied substandard farmhouses that year. (On the face 
of it, this would indicate an appreciably larger decline, than 5 percent, 
in the number of substandard farmhouses from the total of 4,184,000 
units in 1950, but it must be recalled that there has been a decline in 
the total number of units. ) 

Considering the factors listed above as operating against any ap- 
preciable increase in the number of standard units in the farm housing 
inventory, and with the anticipated leveling out of the number of farm 


11 Based on U. S. Bureau of the Census, 1950 Census of Housing, vol. III, Farm Housing 
Characteristics, table F. It should be noted that the figures in this volume differ from 
those provided in the Bureau’s Current Population Reports, quoted earlier in this paper. 
The explanation is the difference in techniques used by the Census for these two reports. 
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households during the 1960 to 1970 decade, it is hardly worthwhile to 
attempt to project the minor, if any, downward trend in substandard 
farm housing for the years 1961 to 1970. 

Therefore, unless there are certain new factors affecting a change, 
such as legislation (probably including extended credit facilities) for 
these families, the number of substandard units can be expected to re- 
main around 4 million during the coming decade. 

It would be hoped, however, that some changes in this picture could 
be effected so that those families who have set goals for improving 
their living standards generally, and their housing standards specifi- 
cally, could satisfy their goals. These changes might include enlight- 
ened Federal legislation which would strengthen the small family 
farm operator, by assisting him in making technological adjustments 
and having other opportunities progress without overly burdensome 
risks. 

Much needs to be done. For example, a very real problem concerns 
the high proportion of our farm families who still live in dilapidated 
housing—housing which is basically unsound and which cannot be 
economically renovated or improved. (Families living on class VI 
and residential farms are the most important group here.) For these 
families, the problem is one of finding a type of construction that, on 
the one hand, is low in cost and, on the other, can provide a decent 
standard of living. Continued research is needed to guarantee fur- 
ther technological advances and programs, including programs of 
rural development generally. Higher farm housing standards need 
to be encouraged, even among those farm families who live in units 
that are structurally sound but lack modern facilities. 

It would be quite improper to argue that because one segment of our 
population represents a small proportion of the total numerically, it 
needs only to be given secondary consideration. Farm families—like 
the aged segment of our total population—represent a group not to be 
forgotten. Much additional information is needed, not only concern- 
ing the requirements of these families themselves but the relationship 
to them of the vast expansion that is taking place in our urban cen- 
ters and the changes in standard of living among our urban workers. 
While production of foods and fibers has more than kept pace with 
the increase of our overall population, the families producing 95 per- 
cent of the foods that supply America’s well-stocked larder, xa not 
kept pace with the improvement in the standard of living of the bal- 
ance of our Nation. Agriculture and that proportion of the popula- 
tion engaged in it must continue to be given the same attention as that 
given the balance of the Nation. 
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II. SUPPLY FACTORS 
A. Housing 


TECHNOLOGICAL CHANGES IN RESIDENTIAL 
CONSTRUCTION, 1961-70 


RALPH J. JOHNSON, Director, Research Institute, National Association of 
Home Builders, Washington, D. C. 


This statement is prepared in response to the following questions: 


What are expected to be the principal technological 
changes in residential construction practices and in the 
physical components of construction during the period 1961- 
70% 

To what extent will these changes improve the quality of 
housing produced without increasing the unit cost, and 

How should Federal programs be supplemented or modi- 
fied to support or enhance the potential contribution of 
technological changes? 


INTRODUCTION 


It is clear that the decade of the sixties will witness significant 
technological changes in home building. The exact extent, timing, 
and nature of these changes are not clear. Therefore, all of the 
statements contained in this monograph must be considered as rational 
projections on the basis of current knowledge, information, and 
trends rather than as precise predictions. 

It should be recognized at the outset that “change” is the key word 
which may best be used to describe the character of the home-build- 
ing industry. Changes to date and changes for the decade of the 
sixties have been and are expected to be of an evolutionary rather 
than revolutionary nature. As a prelude to describing projected 
changes, there is set forth a brief statement of the character of the 
home-building industry. 


Character of the home-building industry 


During the period since World War IT, there has been more change 
in the character of the home-building industry than during all of the 
oreceding history. Today, home building is a process wherein the 
yuilder through proper financing, land acquisition, and development, 
design, construction, and sale, literally combines thousands of pieces 
to produce housing for unknown buyers at a predetermined price. 
The lead time in this process may range from several months to more 
than a year. Before World War II, the majority of homes were built 
for 2 known buyer on a “sold” basis. Today, approximately 85 per- 
cent of the new homes are “manufactured” on a “for sale” basis. In 
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the course of this fundamental transition, home building has evolved 
from a craft to an industry. 


Builder as a manufacturer 


As a matter of fact, there are a number of analogies between today’s 
home-building process and manufacturing. Both builders and manu- 
facturers mass produce a finished product for sale to an unknown 
buyer. They each use component parts; make extensive use of 
machinery and equipment; engage in repeat operations on an assembly- 
line basis; make decisions and commitments on materials, design, and 
price a year or two before sale of final product; and finally, both liter- 
ally create a new product as a result of their own production or manu- 
facturing process. 

It is basic to understanding the nature of change which may take 
place to recognize that in the actual construction process the builder 
is faced with the complex problem of putting together heterogeneous 
materials and products so they will fit, serve their in-place purpose, 
be attractive, and suit the market. This process is further compli- 
sated by the diverse elements which make up the home-building indus- 
try, namely : mortgagees; manufacturers of materials and equipment; 
the design professions; appraisers; the crafts; the Federal, State, and 
local regulatory, insuring, or guaranteeing agencies; builders; and, 
of course, the buyers. The mere existence of these separate elements 
of the home-building industry hampers the process of change. 

The National Association of Home Builders and the National Hous- 
ing Center have been working assiduously, for the past several years 
in particular, to bring together all of these elements so that the indus- 
try may work on a united basis in its efforts to produce a better quality 
house for a lower price in a concentrated effort to make good housing 
available to every American family. It is axiomatic that the rate of 
progress and change will be materially affected by the degree to which 
these various elements of the industry are able to work together for the 
common goal. 

The objective of the NAHB research is to try to build a better quality 
house for a lower cost in all price brackets. This is an exceedingly 
difficult undertaking in an industry which is tradition-steeped, over- 
regulated, diversified into literally thousands of segments and is ex- 
pected to produce an infinite variety of end products for thousands of 
individual tastes and preferences in all geographical locations and 
climates, all in a broad price range. 

Nonetheless, substantial progress toward reducing cost and improv- 
ing quality has been made. According to a recent study (Construc- 
tion Review, May 1958) of the Department of Commerce, the value 
index for new housing has increased 53 percent from 1947 to 1956, 
while the cost index (Boeckh—Residential) has only increased 39 per- 
cent. Further, the study states: 


Of all building types, the dwelling unit came closest to 
having cost savings offset the expense of added features * * * 
Among the gains made by home builders were the application 
of business-management principles to the extent of improving 
production engineering, the shortening of erection time, the 
decline in the percent of profit, the manufacture of component 
parts, the application of mechanization, the precutting and 
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prefinishing of materials, the development of systems of roof 
framing such as trusses which permit non-load-bearing inte- 
rior partitions, and modular dimensioning. These economies 
came close to paying for such features as built-in appliances 
and air conditioning, improved plumbing and wiring, better 
quality windows ond doors, double-glass windowpanes, addi- 
tional closets, fire places, more masonry and expanded cabi- 
netry of more expensive materials. 


This significant contribution of the home-building industry during 
the past decade to the relative improvement in the value of the house 
was a predictable result of the beginning of the industrialization of 
the home-building process. It is clear that this process will continue 
and provide even relatively higher values in new homes in the decade 
of the sixties. 


I. What are expected to be the principal technological changes 
in residential construction practices and in the physical compo- 
nents of construction during the period, 1961-70 ? 


TECHNOLOGICAL CHANGES 


The technological accomplishments and changes of the period since 
World War II and through 1970 will be keyed to certain basic and 
interrelated principles: 


Reducing the total amount of on-site labor 


The total man-hours of on-site labor to produce a house has been, is 
being, and will be further reduced. This 1s essential when even rough 
projections of housing demand and man-hours of available site labor 
are compared for the period of the sixties. This is also necessary, 
however, to maintain and improve the quality of the house as well as 
lower its cost. Productivity under factory conditions may be in- 
creased where machinery may be used to improve quality as well as 
increase quantity. 


Increasing use of component parts 


The use of component construction is rapidly increasing and will 
be accelerated during the decade of the sixties. In our terminology, a 
component is merely a larger part that fits with other parts rather than 
smaller pieces which must be cut and fitted on the site. In this con- 
text, component construction does not necessarily include or exclude 
what is now called prefabricated construction. The true component 
part also is as nearly finished in all respects and has as much labor done 
to it in the factory as possible. Furthermore, it is designed especially 
for use in the home-building industry so that its installation time may 
be reduced and so that it will best serve its in-place function or 
functions. 

For example, in the NAHB research house built this year in Knox- 
ville, Tenn., we used structural modular, exterior wall panels that had 
both interior and exterior skins factory applied, and contained insu- 
lation and necessary wiring. The interior skin (misty walnut finish 
masonite hardboard) was factory finished and required only minimal 
field labor to strip the protective film. 
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Improving production engineering management 

Perhaps the greatest opportunity for improving quality and re- 
ducing cost rests in the possibility of improving the “production engi- 
neering management” of the construction process. In order to do this 
effectively, however, there must be aavilable component parts for the 
entire house which provide for wide flexibility in design of the end 
product and which serve multiple functions and, of course, fit with 
each other. It must also be possible to phase the on-site labor process 
in relation to the logical order of construction rather than as it is 
related to trades or materials. As home building in the sixties be- 
comes more and more of a manufacturing process and as volume of 
sales increase, it will become more feasible for the builder to adopt 
such production engineering management processes. 


Reducing the total construction time 

In the decade of the sixties we may well expect to see houses built 
faster. There are not isolated instances today where builders are now 
building houses in 12 to 15 working days not including slab or founda- 
tion. 

This speed-up in production scheduling leads to improved quality 
for the parts must be right and must fit. It also leads to significantly 
lower costs. 

Aside from 1 day erection “stunts,” we may expect to see produc- 
tion of a significant number of houses on a 5- to 8-day schedule in 
the 1960’s. This will not be achieved, of course, with the custom- 
built house. However, progress along this line depends upon certain 
technological developments such as 1 coat 24-hour drying, taping, and 
spackling compounds for gypsum board; 1 coat 24-hour drying paints; 
the further development and acceptance of materials like certain 
plastics for plumbing lines; “wiring trees”; economical surface wir- 
ing, and more prefinished multipurpose structural components. These 
are all foreseeable for the sixties. 

Combining functions of materials or equipment 

The contribution that can be made by combining functions of 
materials can be illustrated by using the exterior wall as an example. 
Typically the exterior house wall has been composed of 12 to 14 
layers. This has been necessary because each layer had a separate 
function. In the research house which the NAHB Research Institute 
built in Kensington, Md., in 1957, only 5 field-applied “layers” were 
required for the exterior wall, including 3 coats of exterior paint. 
This was possible because a single layer of material was developed to 
perform five functions, i. e., siding, sheathing, diagonal bracing, pro- 
tection against wind uplift, and lateral rigidity for a perimeter beam 
which served as the top plate and incidentally eliminated at least 5 to 
7 short pieces of framing lumber around each opening. In addition, 
a prefinished modular gypsum board “panel” was used as the interior 
surface. As multiple functions are incorporated in component parts, 
the price of the component part may be expected to increase but, con- 
versely, the cost in place of this component part may be expected to 
be reduced when compared to the numerous pieces and layers which 
it replaces. Substantial progress has already been made in this direc- 
tion and such progress may be expected to accelerate during the 
1960's. 
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Integrating labor functions 


Up to World War II, houses had always been built as a series of 
craft operations. Frequently one craft was delayed or stymied by 
the nonperformance at a specific time of another craft. Such inter- 
ruptions and delays add costs which produce no value to the house and 
give support to certain of the inherent inefliciencies of the subcontract- 
ing system especially when the finished house is considered as a man- 
ufactured product. There are some indications today that on-site 
labor in the sixties will be integrated or phased in relationship to a 
logical order of building. 

For example, one builder, who provides fierce competition, does not 
now use the subcontracting and trade approach to construction. 
Rather, he has 3 specially trained crews that do all required labor as 
necessary for the logical order of construction of the house in 3 
stages. This allows him to build $35,000 to $38,000 houses on a cus- 
tomized basis within 30 calendar day s including foundations and con- 
crete work. The willingness of the industry to accept this concept 
and the ability to develop it further will control to a considerable 
degree the ability to improve quality and reduce price. If there are 
no artificial barriers erected to prevent acceptance of this practice, its 
use will spread in the sixties and its benefits made available to more 
and more buyers. 


Modular dimensioning 

The acceptance of modular dimensioning has been increasing rap- 
idly and may be expected to increase in the sixties. It is inherent 
in the concept of component construction that the parts must fit with 
each other. This means that they must be dimensioned according to 
a widely used and recognized system. Modular dimensioning and 
construction saves material, increases productivity, lowers construc- 
tion time, and reduces wastage. Its acceptance may be expected to be 
extended in the sixties into the field of mechanical equipment which 
is an important item in the cost of the home. 


Improving materials handling 


Better materials packaging and handling has already contributed 
to reducing the cost of construction. As more producers of materials 
and equipment are aware of the need to improve on-site materials han- 
dling problems, appropriate packaging to facilitate better handling 
will come about. For example, component structural parts can be 
stacked or wrapped or taped so that the first piece off the top of the 
pile is the first piece to be used in the structure. Furthermore, the 
entire package can be moved from truck to floor of house by machin- 
ery. There are also related purchasing and scheduling benefits. This 
practice will be extended in the sixties. 


Increasing use of machinery and power tools 


Important contributions have been made to the value of the house 
by the use of both heavy equipment and power tools on the site. 
Builders are using forklift trucks, earryalls, bulldozers, tractors, grad- 
ers, machine seeders, excavating equipment, and even tree-hole boring 
equipment, There has been a sharp 1 increase in the use of hand power 
tools such as saws, staplers, routers, planers, and even nailing ma- 
chines. This use will continue and expand but the on-site use of hand 
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power tools will become less and less necessary as bigger and more 
nearly completed component parts become available. 
Improving fastenings 

There is an increasing use of glues and adhesives to fasten the 
various parts of the house together. There are something in the 
order of one-fourth million hand motions involved in the nailing of 
a house. Furthermore, most of the nails on finished surfaces must 
be set, puttied, and painted over. This is a time-consuming and 
costly operation. The advantages of gluing are substantial in many 
instances and more widespread use of this method of fastening awaits 
only wider knowledge of the properties of adhesives and the develop- 
ment of contact adhesives suitable for house construction use. We 
may confidently expect to see adhesives which will be factory applied 
and field activated. In many respects these will make an important 
contribution to improving the value of the house in the sixties. 

We also expect to see in the sixties increased use of improved metal 
fasteners such as threaded nails, staples, and other mechanical fasten- 
ers. There will surely be new and improved mechanical devices to 
apply these connectors thereby reducing on-site labor time and increas- 
ing productivity. 


Developing in terdependent structural systems 


The house today is built on the basis of each part being an in- 
dependent structural unit. Obviously this is not so for if “it were, 
the house would not be a house but merely a pile of pieces. There- 
fore, we may expect in the sixties to see the development of more 
interdependent structural systems which will permit more economi- 
cal use of materials. In the sixties this will probably not mean 
that most of the houses will have an unusual structural form or 
shape. We may expect, however, that a few such homes will be 
built and that they will become more popular and marketable in 
the 1970's. This concept, however, will be more widely applied in 
the sixties, especially as it becomes possible to obtain acceptance by 
regulatory bodies of house designs engineered for the forces which 
they must withstand. 


Producing products incorporating more factory machine time 

Although this principle has been mentioned before, it is so sig- 
nificant that it is worthy of highlighting. In the sixties, we may 
expect to see more component parts which incorporate much more 
factory machine time and therefore require less on-site labor than 
at present. Furthermore, these parts will increasingly be made with 
much closer dimensional tolerances and of more dimensionally stable 

materials or at least the components themselves will be more dimen- 
sionally stable. As home building continues to become more of a 
manufacturing process, the industry will need component parts that 
have closer tolerances and which are more dimensionally stable. This 
in turn means more dimensional control and smaller allowable on- 
site tolerances. These developments will improve quality and shorten 
construction time, thereby contributing to cost reduction. 


Developing new products, materials, and equipment 


Typically there is a 5- to ier period between the development 
of a research idea and a marketable product. In the past several 
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years, there has been a marked increase in research on products 
designed especially for the home-building industry. This rate may 
be expected to continue to increase. Significantly this means that 
there will be numerous new products available to the home-building 
industry in the sixties. These will incorporate to an increasing de- 
ee the use of relatively new house-building materials of all kinds 
or many purposes and functions. 

For the same reasons noted above, we may expect an increase in 
the use of aluminum, steel, and plastics. These materials will for 
the most part not be used as direct substitutes for other materials— 
for this approach has already been explored and virtually failed— 
but will be used in the development of entirely new product ap- 
proaches and concepts. 

SUMMARY I 


In summary, technological changes in home building in the 1960's 
will be evolutionary rather than revolutionary. 

The significant technological changes will take place within the 
framework of the above-stated principles. These changes are likely 
to come about bit by bit and piece by piece. The abilty to contribute 
to improved value of the al product will depend in large measure 
upon the a of the industry to obtain acceptance of new mate- 
rials, methods, designs, and products by all concerned. 

On a relative price and fixed-dollar basis, it is reasonable to expect 
that the cost of housing per unit of quality and per square foot of space 
will not rise as fast as the cost of labor and materials. There will be 
increasing use of component parts, modular dimensioning, new mate- 
rials, and new products. The houses will be built faster and, in gen- 
eral, the industry will continue to move in the direction of industrial- 
izing the home-building process so that, in effect, the house will be 
manufactured and the buyer will get an even better value. 


BASIC FACTORS RELATED TO TECHNOLOGICAL CHANGE 


There are certain other subjects related to technological change and 
progress which deserve discussion here. 


Energy 


No statement on technological changes and progress would be com- 
lete without some reference to developments pertaining to the useful 
arnessing of energy. On the basis of the current state of our knowl- 

edge, we may not expect to see individual household atomic-energy 
plants in the decade of the sixties. As far as is known today, this 
would present a scientifically insurmountable problem of the safe dis- 
posal of the radioactive waste byproducts of such reactors. Rather, 
we may expect to see a slight uptrend in the use of solar energy for 
household use. If there should be a technological breakthrough mak- 
ing it possible to capture solar energy and convert it to electrical energy 
on a much more efficient and economical basis than is now true, there 
could be almost revolutionary changes in the house. At the present 
time, the capital cost of the dacility to collect the energy required to 


serve a house makes it economically infeasible to consider this as the 
prime source of energy for the home. On the other hand, improve- 
ments are gradually being made, and even now it is possible to convert 
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solar energy directly to electrical energy. Coal, gas, and oil will con- 
tinue to be the prime energy sources for household purposes in the 
sixties. The use of electricity in the home will continue to expand. 


Land use and community facilities 

One of the critical factors affecting home building today and one 
which promises to be even more significant in the sixties is land use and 
community facilities. Actually, while the cost per square foot of the 
house has increased only modestly in the past decade, the cost of land 
on the average has more than quadrupled and the cost of land develop- 
ment has about tripled. Pre-World War II and immediately there- 
after, a general aa of thumb widely accepted in the industry was 
that the finished lot represented about 10 percent of the price of the 
house. Today the lot represents about 25 percent of the cost of the 
house. This is particularly serious in that there is no known indica- 
tion of any occurrence that might cause a slowing down or reversal of 
this trend. 

It is obvious that in America there is plenty of land for residential 
purposes, certainly for the 1960’s, 1970’s, and 1980’s, and even beyond 
that. Ordinarily one might expect that, as land is used farther and 
farther from the central city, its market price would decline because 
the area of such land that is available increases as the square of the 
distance from the heart of the city. Unfortunately this is not the 
case. In trying to analyze the principal reasons for this, it appears 
that one of the primary causes is the cost of providing water and 
sewerage utilities to make such land suitable for residential develop- 
ment. Of course, another important factor is the cost of streets, 
roads, curbs and gutters, sidewalks, and other community facilities 
and utilities. 

Certain communities have compounded the problem by unneces- 
sarily raising the construction standards with respect to lot size, type, 
thickness, and width of streets; requiring additional items such as 
underground storm drainage; wider sidewalks; deeper curbs, ete. 
This is especially applicable in the case of the lower priced house 
on the smaller lot. (Conversely and inexplicably such standards 
are typically relaxed by the community in the case of the higher 
priced house on the larger lot.) While all of these items may be 
desirable in the starry eyes of those establishing the standards, some 
steps should be taken to relate these standards to the ability of the 
people to pay for them. 

Perhaps the greatest single contribution to reducing the cost of 
land and land development, and therefore the price of the house, 
would be the development of a satisfactory individual sewage disposal 
system which would free the land of its most expensive utility tie; 
namely, the sanitary sewer. There is no indication at present of 
such a unit being developed and made available on an economically 
feasible basis within the 1960’s. 


Research 


_ Another problem related to technological progress in home build- 
ing is the lack of a fundamental science of home building. Manu- 
facturers and builders are plagued in their efforts to develop a new 
Exvcloes or a new material or a good construction method or a new 

esign by being forced to conform to a specification which requires 
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using an existing material, method, or deisgn. This is so because 
there exist only fragmentary or inadequate criteria by which to 
judge the performanc e of new products, methods, or designs and 
against which to engineer the new development. Even more funda- 
mental is the lack of scientific fact which if it existed would enable 
rational decisions to be made about housing requirements rather than 
to penalize the buyer with necessarily costly requirements based on a 
conservatism founded in ignorance and opinion. 

Therefore, technological progress and its acceptance will depend 
in large measure on the extent to which scientific laboratory data 
are developed, thereby providing a science of home building and 
providing the specific criteria and data by which to judge new devel- 
opments. This will also make it more feasible to engineer houses 
for the needs of the people who occupy them and the forces, loads, 
and climate factors which they must resist. 

II. To what extent will these changes improve the quality of 
housing produced without increasing the unit cost ? 

Almost anyone can improve quality as long as there are no restric- 
tions on cost. To improve the quality of the home as a place in which 
to live without increasing its cost or actually reducing it, is the goal 
of the NAHB Research Institute. Even though this is a challenge 
of staggering magnitude, it is one which we believe can be affected 
bit by bit. It is clear to all of those in the industry that there will be 
no single sweeping change which in itself will greatly affect either 
the quality or cost of the house. This is so by the very nature of the 
house and the home building process. 

It is necessary to try to define what is meant by improving quality 
in order to reply to this question. The quality of the home can be 
measured by three principal items: 

(1) Livability 

The livability or functioning of the home including the value of the 
home as a place in which to raise a family; achieve privacy, protection 
from the elements and other men: store one’s belongings; provide for 
better enjoyment of an esthetically pleasing home environment; and, 
in general, enjoy the pride of ownership. 


(2) Comfort 


The quality of the home may also be measured by the degree to which 
it provides an environment that is safe, healthful (both physiologically 
and psychologically), provides reasonable control of noise (includ- 
ing sound transmission loss through walls, reverberation time, and 
reduction of transmission of impact noises), and provides a com- 
fortable thermal environment. 


(3) Maintenance 


The quality of the home can also be measured by the amount and 
cost of required maintenance of the structure, materials, and equip- 
ment which it contains. Another corollary and important part of 
this is the amount and ease of maintenance of the house in terms of 
housekeeping. 

Within the above framework of quality, it would be folly to expect 
that all of these measures of quality will be improved without in- 
creasing cost. For example, it appears that with improved construc- 
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tion methods, design, and production management that the unit cost 
of space will decline when measured against fixed dollars and when 
compared to rising labor and materials costs. 

For example, in the NAHB research house built last year in Ken- 
sington, Md., we demonstrated a method of roof framing using eco- 
nomical wide span trusses which provide, in this particular house, 
240 square feet of additional space for a cost per square feet of ap- 
proximately one-third the unit cost of the other space. In our re- 
search house built in South Bend, Ind., this year, we utilized stressed 
skin interior and stressed skin exterior panels which not only per- 
formed structural functions but had a pleasing appearance and pro- 
vided substantially increased insulation at little or no increase in 
building section cost. Likewise, in this house we utilized thin eco- 
nomical interior stressed skin partitions which are load bearing and 
reduce the cost of supporting the roof. These kinds of components 
and many others will provide improved quality of living without 
increasing cost. 

Perhaps the most important aspect of housing quality is the amount 
of space which is provided per unit of cost and the w: ay in which this 
space is arranged to facilitate living and the needs of families occupy- 
ing that space. It may be said without question that the design of 
houses in the sense of improved utilization of space and space arrange- 
ment is improving and will continue to improve in the 1960’s. T his is 
a qui lity improvement which will be achieved at no increase in cost. 

There will be an increased tendency toward the use of more mainte- 
nance free materials of both a structural and finish type. Aluminum 
and plastics may be expected to gain more widespread use for exposed 
parts. These will either be maintenance free or can be maintained 
easily instead of ultimately requiring replacement. On the interior 
of the house, improved films and materials will make the job of house- 
keeping easier. For the most part, these will be achieved without an 
increase in cost. Increased space and new developments in storage 
walls and interior partition design also will make it possible to pro- 
vide more closet storage space. We may expect to see more economical 
devices for residential use that will materi ially reduce the level of dust 
which will certainly facilitate the housekeeping job. Such devices will 
be available at a nominal increased cost. 

The current trend in terms of mechanical equipment included in the 
home appears to be one of “building in” obsolescence. There appears 
to be no reversal in this trend in sight, and there is no intention herein 
to editorialize on this. It may be said, on the one hand, that this is 

ood, because it does not saddle the home buyer with a product so high 
in first cost that he must use it for the life of the house and, therefore e, 

cannot replace it with rapidly improving new products. On the other 
hand, it may be said that this is not good, because it requires that this 
equipment be replaced at more frequent intervals. It may well be 
that the decade of the 1960’s will see mechanical equipment installed 
on a monthly use charge basis with no capital expenditure by the home 
buyer and with a contractural agreement providing for periodic re- 
placement and updating of this equipment. 

The one dark cloud on the horizon is the matter of land use and com- 
munity facilities. There appears to be no reversal in the trend of in- 
creasing cost of land and land development. Rather, more and more 
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the action of certain communities is having the effect of preventing 
new homes for average income families being built in their areas by 
raising the standards pertaining to lot size and land development. 
This is a regrettable tendency in America which began in the spirit of 
neighbors trying to help each other “raise the ridge” of their homes. 

The quality of the housing environment or neighborhood is an im- 
portant part of the quality of the home in general and will probably 
not be improved without substantial increases in cost unless govern- 
mental regulatory agencies are willing to accept significant changes in 
the pattern of land use and adjust the level of their requirements for 
lot sizes and improvements to the ability of the people to pay for them. 
Lot size and improvement requirements realistically related to a more 
normal proportionate cost for the lot alone, compared to the total cost 
of house and lot, would permit an economically feasible improvement 
in the total environment. For example, it would be possible to build in 
large king-size blocks with large interior areas devoted to parks and 
prey space. This would mean fewer street crossings, safer neighbor- 
100ds, and more livable environments. But this is only possible, first, 
if planning and zoning bodies, mortgagees, and governmental insur- 
ing and guaranteeing agencies are willing to consider and accept such 
changes and, second, accept more realistic standards for individual 
lot size, improvements, house siting, and use. 


SUMMARY II 


The quality of the home will gradually be improved with a lesser 
proportionate increase in cost providing an increasing scientific body 
of knowledge can be developed and further providing that there is 
ready acceptance of changes based on this scientific information. 

III. How should Federal programs be supplemented or modi- 
fied to support or enhance the potential contribution of techno- 
logical changes? 

There appears to be four fundamental problems related to techno- 
logical progress. The purpose here is to identify those areas related to 
technological change which presently and in the 1960’s will hamper 
progress toward improving the quality and reducing the cost of hous- 
ing. 

Scientific knowledge 

The most fundamental problem is the lack of a body of scientific 
knowledge concerning the actual performance requirements of housing 
and all of its elements. The home building industry is already bur- 
dened with a plethora of opinion and a lack of fact. In the absence 
of facts, all regulatory so naturally tend to be exceedingly con- 
servative. This increases the cost of the house to the home buyer 
without producing any commensurate value. For example, a footing 
that is twice as wide as is necessary to support the house does not 
contribute to value of the home as a place to live but does increase 
its cost. 

Accordingly, opinion and experience are substituted for fact and 
while a safe and adequate house is provided by such procedure, the 
most economical design becomes impossible of attainment. This is 
not to imply that the Federal Government should engage in studies 
concerning the performance of competitive materials, the develop- 
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ment of new products, or even use-studies of individual materials or 
products. However, scientific data is needed to  iple- ec the factual 
basis upon which to establish performance standards and requirements 
and recognized standard methods of testing various housing elements. 
These could then make it possible to provide the most economical 
design. 

i example, relatively little factual information is available upon 
the actual structural design requirements of housing. This lack pre- 
vents a rational engineering design for the house structure. Another 
example of a research need is in the area of the basic sciences such as 
soil mechanics, soils engineering, and standard methods for determin- 
ing the bearing capacities of soils for light loads. Yet, another kind 
of problem refers to a physical standard such as the permanance 
requirement of vapor barriers used under certain types of houses. It 
is doubtful if it is known within three orders of magnitude what this 


‘standard should be. Likewise, there is a great need for far more 


adequate statistical information relating to new housing in order to 
have such data available to use as baseline information. In addition, 
studies are needed to establish recognized standard methods of testing 
building sections which are realistically related to the actual per- 
formance requirements of the house. A simple example of this is the 
racking test for walls. 

A contribution to reducing this problem would be made by expand- 
ing the housing related research activities of the scientific laboratories 
of governmental agencies such as the National Bureau of Standards, 
Forest Products Laboratory, and the Robert A. Taft Sanitary Engi- 
neering Center. Of course, if it were so desired, further impetus 
could be provided by making available to other scientific organiza- 
tions, such as universities and research laboratories, funds to undertake 
appropriate studies in the basic sciences related to house construction. 
However, any such projects to be of maximum value to the Nation 
should be undertaken either to increase fundamental knowledge or to 
lower the cost of the house while maintaining quality. 


Building and related codes 


There are provisions of some national, regional, and local building, 
plumbing and electrical codes, zoning and subdivision ordinances, and 
even of Federal insuring and guaranteeing agencies which, in the 
opinion of some, unnecessarily increase the cost of housing. For ex- 
ample, it has been established that certain kinds of roof trusses are 
stronger and less expensive in place when placed 24 inches on center 
than typically required rafter and ceiling joist roof framing systems 
which are traditionally spaced 16 inches on center. Yet in some areas, 
truss roof construction is not acceptable or if it is, they are required 
to be placed 16 inches on center. This is just one small example of the 
codes problem. 

The fundamental problem, here again, appears to be the lack of 
sufficient scientific fact and data upon which to base the design per- 
formance standards or requirements of the house and its elements. 
Although controls pertaining to real property are traditionally the 
responsibility of the States, some leadership in this area could be pro- 
vided by Federal studies aimed at providing fundamental knowledge 
and information which could be used as a basis by all regulatory 
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bodies thereb y providing a dynamic rather than a static body of 
building regulations. 


Attitude with respect to change 


The Federal mortgage insuring and guaranteeing agencies as well 
as mortgagees could assist with technological change by keeping 
abreast of new developments and being more willing to accept new 
designs, new products, equipment, and materials when they are devel- 
oped. For example, the FHA could evaluate the differential risks of 
varying house designs and their elements on the basis of actuarial 
experience. They might then accept a very small percent of such units 
on a frankly experiment: al risk basis. This might result in some 
minuscule financial losses which, of course, w ould be covered by the 
total insurance premium. However, action to accept new develop- 
ments and designs on this basis would greatly accelerate acceptance of 
innovations because of the position of leadership which is held by the 
FHA. Most importantly this would help to provide a whole new 
favorable climate for the more ready acceptance by all governmental 
bodies of the results of technological progress in home building. 
Restrictive practices 
It has been stated that onsite labor must be reduced if the quality 

of housing is to be improved and the cost reduced. There does exist 
a considerable reluctance on the part of many craft and trade organi- 
zations, particularly at the local level, to allow the use of labor-saving 
devices and equipment. For example, when paint is applied with a 
brush, the ratio of labor cost to material is in the order of 10 to 1. 
On the other hand, there are a number of paints and satisfactory 
spray-gun devices which make it possible to reduce this ratio to 
somewhere in the order of 2tolorltol. Yet in many areas, building 
trades organizations are unwilling to allow the use of these devices. 
The home building industry cannot be expected to perform the miracle 
of improving quality and reducing cost while overloaded with cost 
pyramiding work restrictions and practices. 
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EXPECTED TECHNOLOGICAL DEVELOPMENTS IN 
HOME CONSTRUCTION, 1961-70 


GEORGE B. PRICE, President, National Homes Corp., Lafayette, Ind. 
This memorandum is submitted in regard to the following questions: 


What are expected to be the principal technological changes 
in residential construction practices and in the physic cal 
components of construction during the period 1961-70? To 
what extent will these changes improve the quality of hous- 
ing produced without increasing the unit cost? How should 
Federal programs be supplemented or modified to expedite or 
enhance the potential contribution of technological changes? 


Technological progress will be closely linked to the expansion of 
the prefabricated home industry with its potential for advanced 
production techniques and its ability to prorate developmental ex- 
penses. This progress will result in part from the need to maintain 
cost control in the face of expected material and labor cost increases 
as well as from the desire for improved quality. 

Technical advances will be marked by a greater degree of prefabri- 

cation in the product of existing prefabricators, by an increase in 
the ranks of builders constructing prefabricated buildings and by 
the use of more prefabricated components and prefinis hed products 
by conventional builders. Building material suppliers will compete 
for the expanding market with pr oducts aimed more direc tly at specific 
end uses. 

The next decade will bring rapid technological developments. These 
are expected to be the major changes in construction practices and in 
materials : 

I. FOUNDATIONS 


A major effort in the area of reducing foundation costs is antici- 
pated and will most likely result in renewed emphasis on the floating 
slab. The success of this effort will depend upon the development of 
practical criteria for evaluating frost-heave in soil or upon the eco- 
nomical reinforcement of concrete, beyond that presently known, to 
resist differential movements within the foundation system. 


Il, EXTERIOR WALLS 


Sandwich panel systems for load-bearing exterior walls with foamed 
or formed core materials supporting structural skins will make rapid 
advances against more conventional methods. The anticipated eco- 
nomics of these systems will demand high volume factory production 
of the components. Fight-foot-wide sheet materials with their in- 
herent advantages in jointing and prefinishing will be an important 
part of these systems. Interior surfaces will maintain a traditional 
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appearance although prefinished, while exterior materials will tend 
toward extremely low maintenance surfaces with integral pattern 
and color. 

III, INTERIOR PARTITIONS 


The use of the same basic methods and materials described for ex- 
terior walls, but of lesser cross-sectional area, will occur in nonbearing 
partitions as a practical and economical system sooner than in exterior 
walls. Prefinishing and 8-foot-wide sheet materials will be of equal 
importance in this application. 


IV. CEILING AND ROOF FRAMING SYSTEMS 


. Truss construction will be the standard method ; wood will maintain 
its dominant position in this field, but the increased emphasis on engi- 
neered construction will produce a greater demand for stress-grade 
material. It isto be expected that a statistical basis for stress-grading 
of structural lumber will replace the present system of design values 
; based on “the worst defects permissible in the grade.” Prefabricated 
trusses will certainly be one of the components utilized by all volume 
builders. Improved connecting devices for wood will parallel this 
development, and high volume, economical production of trusses will 
place a premium on dimensional stability and controlled moisture 
content of the wood. Because of the economic disadvantages of the 
duplicate structural skins, sandwich panel construction will be limited 
to flat-roof or sloping-ceiling framing systems. 


V. ROOFING SYSTEMS 


Roofing systems will tend toward large sheets of a single material, 
or of several laminated materials, serving simultaneously the function 
of sheathing and rooting. Alternately, a distinct possibility for im- 
proved economics lies in the direction of field-applied, sprayed-on 
coatings over conventional sheathing materials. In either case, im- 
proved durability and lower maintenance will be a prerequisite for the 
success of these systems in competition with the more conventional 
methods. 


HANA/EEL 


VI. INSULATION 


Current insulation materials for walls will not be required in com- 
bination with the sandwich panels previously described, but these ma- 
terials will maintain their position for ceiling application in combina- 
tion with trusses. Should the factory-produced wood frame wall re- 
main a dominant system, increased labor and handling costs, plus 
expected technological advances in reducing the density of foamed 
plastics, will be likely to produce a change toward “toamed in place” 
insulation as a factory operation. 


VII. VAPOR BARRIERS 


Coatings developed for the prefinishing of interior surfaces will 
undoubtedly incorporate equal or improved vapor transmission resist- 
ance and will provide this feature more economically than present 
means. 
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VIII. ELECTRICAL WIRING 


Surface-applied wiring systems combined, for economic reasons, 
with trim sections or heat distribution systems may be a necessary 
development for the success of sandwich panel construction. 


IX. PLUMBING 


A competitive situation between the traditional plumbing materials 
and the more recent plastic materials will develop with the opportuni- 
ties for greater prefabrication favoring the newer materials. Prog- 
ress in the standardization and modernization of plumbing codes will 
determine the degree to which the newer materials succeed. 

Interest in the prefabricated “utility core” will be revived and will 
be of equal interest to both prefabricated and conventional builders. 
The basic idea is unquestionably correct and such a device will be 
marketed. Serious problems of space versus weight, flexibility versus 
mass production, and local regulations versus standardization must be 
al 

X, HEATING 


The preseni disadvantages of solar heat for residential heating 
will be overcome through improvement in the chemical storage of 
heat or equally as likely through ingenuity and inventiveness in the 
design of the storage and distribution system. Solar heat will be- 
come a significant Seelam in large areas of the country. 


XI. APPLIANCES 


Reduction of required floor area will be achieved through further 
mergers of appliances into a single unit—a possible example being 
the washer-dryer-waterheater combination—with corollary savings in 
installation. 

XII. BUILT-INS 


Contingent upon the wider extension of long-range mortgage 
credit to include built-in furniture, these features will be a sales pro- 
motional device comparable to the position enjoyed by kitchen ap- 
pliances during the present decade. Cabinets, chests, shelves, and 
storage wall units are typical examples of what may be expected. 
Emphasis will be on easily assembled prefabricated and prefinished 
case work, in combination with molded drawers. 


XIII, ADHESIVES 


Adhesives will see widespread use in factory applications for both 
structural and nonstructural applications. Progress in adhesive 
formulation is also expected to result in less critical application con- 
ditions and to open the way for field applied adhesives. Packaging 
of the adhesive for “foolproof” application will be an important con- 
sideration and may result in tapes and films being predominant in 
site work, 

_ Present methods result in a structural system for the home that pro- 
vides suitable and sufficient longevity for the basic structure. There 
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appears to be no incentive or justification for a major effort toward 
increasing structural longevity. Rather, it is to be expected that work 
in this area will be in the direction of producing equal durability 
at a lesser cost. Conversely, in the field of exposed surfaces and 
finishing systems the emphasis will be toward greater durability and 
lower maintenance, at equal cost. 

The net result will be an overall increase in physical durability at 
equal or lesser cost. Savings effected may be reflected in overall 
quality such as improved design, increased area and sound control. 
They may also appear as sales promotional items featuring added 
convenience. The feasibility of these savings being utilized to in- 
crease house area will to some extent depend upon land development 
costs which may, for some time to come, prevent significant expansion 
in lot sizes. 

Following here are general recommendations as to how Federal 
participation might encourage these developments: 

I. A stable housing market is basic to long range research invest- 
ments within the industry. Fluctuation if “interest. in housing re- 
search has the effect of reducing trained personnel and adequ: ite 
facilities. Any action that will tend to stabilize the housing market 
will reap the additional benefit of encouraging technological progress 
within the entire home building industry. 

IT. Few performance criteria exist today for the evaluation of new 
methods, especially where these incorpor ate a variety of functions in 
a single construction. A review and revision of existing criteria for 
each function and an overall rating system must be devised. Such 
standards must be compatible with both the principles established 
by basic research and with the known performance of conventional 
materials and methods. 

III. Federal sponsorship of research through established universi- 
ties and research organizations is recommended. This must be basic 
work aimed at producing more accurate estimates of design conditions 
and applied research with the goal of determining acceptable per- 
formance under these conditions. The industry research effort in 
individual materials and in assemblies of materials will benefit from 
such work and from the more accurate standards that they might be 
expected to produce. 

IV. Federal participation in encouraging standardization of regu- 
lations is desirable. An effort should be made toward standardization 
of both performance and specification requirements and ideally this 
should extend to all Federal agencies and at all levels. Encourage- 
ment of standardization among local municipalities that also regulate 
construction can, perhaps, be best achieved through the development 
of performance requirements (as described in IT and III) of sufficient 
stature and authority that they are acceptable to all interested parties. 

V. An incentive must be maintained for inventiveness, ingenuity 
and production efficiency within the industry. Where the exercise of 
these effect savings but result in inordinate penalties in valuation, that 
incentive is removed. Competitive pressures within the industry may 
be relied upon to maintain an equitable relation between cost and sales 
price. 

VI. Encouragement of uniform legislation permitting the extension 
of mortgage credit to built-in furnishings i is desirable. 
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REQUIREMENTS FOR BASIC RESIDENTIAL CONSTRUC- 
TION MATERIALS DURING THE 1960’s 


JOSEPH L. FISHER, Associate Director and Secretary, and EDWARD BOOR- 
STEIN, Economist, Resources for the Future, Inc., Washington, D. C. 
This memorandum is submitted in response to the following ques- 
tions: 


What are the prospects for an adequate supply of basic 
residential construction materials during the period 1961-704 
To what extent will the cost of basic materials increase or de- 
crease the per unit cost of housing? How should Federal 
programs be supplemented or modified to improve prospects 
for an adequate supply ! 


PROJECTIONS OF DWELLING UNIT CONSTRUCTION : 1960-70 


To try to answer the foregoing questions, we have prepared the fol- 
lowing projections of dwelling- unit construction for the period 
1960-70. 

TABLE 80.—Projections of dwelling unit construction, 1960-70 * 


{Thousand dwelling units] 








955 | 1960 1965 1970 
cccttniitigaisaead ed iit dat Tamale ip linnakitlasaklle Raed hoes Ei nt za 
Low _- — : : = | 1, 150 1, 380 | 1, 750 
Medium, 1,500 2.___.-- bo otedbk eo bee | ‘ 1, 400 | 1, 600 2, 100 
Re fiers ok. Le ee becceht c arteshles atheacMeced | 1, 600 1, 900 2, 70 


1 All dwelling units farm and nonfarm, permanent and nonpermanent. 
2 Rough estimate based on estimates for permanent units from Timber Resources for America’s Future, 
U.S. Department of Agriculture, January 1958, p. 379, plus rough allowance for nonpermanent units by us. 


These projections are based on two factors: (1) The net addition 
to the total stock of dwelling units as determined by household for- 
mation, estimated on the basis of Bureau of Census population 
projections and (2) the construction required for replacement of units 
expected to be withdrawn from stock, estimated on the basis of past 
trends in withdrawals during periods not characterized by abnormal 
circumstances seal as depression and war. 

We deliberately present a range of possibilities because of ‘the 
many uncertainties which are inherent in projections of dwelling 
unit construction, and because of the sharp fluctuations which have 
characterized this activity in the past, including the recent past. But 
of the three projections, we believe that the medium projection pro- 
vides the best present indication of what is likely to happen, given a 
high level of economic activity. The low and high projections are 
intended to provide an idea of the limits within which dw elling unit 
construction may fall; but we regard each of these projections, taken 





1 Statistical estimates and interpretations are those of authors. 
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by itself, as far less probable than the medium one. We believe it to 
be unlikely that actual dwelling-unit construction will fall outside the 
range indicated, short of an unusual circumstance such as a peneans 
recession, a radical change in credit or other institutional arrange- 
ments with respect to housing, or a major change in design, materials 
used, or construction methods. 

The following conclusions may be drawn from the table: Given 
an estimated 1.56 million new permanent dwelling units built in 1950, 
and 1.47 million in 1955,? the number of new dwelling units built 
at the beginning of the 1960’s will probably not be higher, or at 
least not substantially higher, than peak levels already achieved in 
the past. But beginning somewhere around the middle of the decade, 
dwelling-unit construction will probably begin to consistently exceed 

ast peak levels, moving toward new peaks substantially higher. 
Saifianends construction will probably run roughly from about 
1.6 million around 1965 to about 2.1 million around 1970, the latter 
level being about 30 to 40 percent higher than the previous peaks 
reached in 1950 and 1955. It is entirely possible that the upsurge in 
dwelling-unit construction will begin somewhat prior to 1965, and 
will, in individual years at least, reach levels significantly higher than 
the 2.1 million level, perhaps going as high as 2.7 million units. 
Finally, it is conceivable that dwelling-unit construction, although 
moving at generally high levels, will not greatly exceed past peak 
levels until late in the decade. But even on the most modest assump- 
tions that can now be reasonably made, it is very likely that past peak 
levels will be exceeded substantially some time between 1965 and 1970. 


THE SUPPLY OF MATERIALS: GENERAL CONSIDERATIONS 


Residential construction uses a large number of materials in a 
wide variety of forms. Whether or not these materials will be in 
adequate ony is not just a question of the adequacy of the basic 
resources but also of the specific capacity to produce the particular 
items required and transport them to the sites where they are to be 
used. Thus, for example, it is possible to have an adequate supply of 
steel as such, but run into a shortage of I-beams; or to be able to 
peasnen a large supply of lumber and run into a bottleneck in the 

reight capacity required to transport this lumber to the locations 
where it is to be used. Because of the limitations of time, the inade- 
quacy of the available statistical data, and the uncertainties inherent 
in the problems, it is possible for us to consider statistically and in 
detail only a few of the principal materials entering into residential 
construction. 

We venture to say, however, that general considerations warrant the 
overall judgment that there will be substantial tightness of supply for 
a significant number of the materials and items entering into residen- 
tial construction during the period 1965-70. This judgment is essen- 
tially based on three considerations: 

First, the pattern which residential construction is likely to follow 
during the sixties. During the early years of the decade, residential 
construction will probably run at moderate levels, which will not place 
much strain, if any, on capacity, and then toward the middle of the 


* Timber Resources for America’s Future, U. S. Department of Agriculture, p. 879. 
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decade it will probably surge upward fairly rapidly to new very high 
levels requiring a substantially increased capacity for a large number 
of items. 

Second, the nature of the construction materials industries. To a 
considerable extent, capacity in these industries is not only a matter 
of basic plant and equipment, as, for example, in the steel or alumi- 
num industries, but of maintaining an ample base in the fabricating 
industries from which expansion can readily take place. This means 
a sufficient number of going, working organizations of various sizes, 
adequate trained manpower, keeping marginal firms in the market, 
and so forth. The key factor in increasing and maintaining capacity 
is the pressure of actual or imminent demand. Given this, the very 
pattern which residential construction will probably follow in the 
sixties is likely to make for problems; the moderate level of residen- 
tial construction and the easy supply situation that will probably pre- 
vail in the early years will not be conducive to the large increase in 
capacity and supplies that will be required in the latter half of the 
decade. 

Finally, the overall economic situation. A high level of residen- 
tial construction is generally accompanied by high levels in nonresi- 
dential construction, household furniture, many consumers’ durable 
goods, and so forth. Further, given the basic importance of the con- 
struction industry, the magnitude of the probable upsurge in residen- 
tial construction in the latter half of the sixties is such as to suggest 
that the economy as a whole will be operating at a high level during 
that period. This would mean a high level of competing demand for 
many of the materials going into construction, and would tend to make 
for and aggravate supply difficulties in residential construction. 

Thus, while it is very difficult to pinpoint all the various specific 
supply difficulties that may occur ue indicate how transitory or lon 
lasting they are likely to be, the general presumption seems ware 
that ines could be supply problems of significant proportions in the 
second half of the 1960’s. 


PROJECTED REQUIREMENTS FOR LUMBER, STEEL, AND ALUMINUM 


We shall limit our specific consideration of basic residential con- 
struction materials to three, namely, lumber, steel,and aluminum. We 
present the discussion of these three items in the hope that they will 
serve as useful illustrations of possible situations and problems, recog- 
ie that a complete analysis would require much more detail and a 
consideration of many more materials and items, such as cement, bricks, 
gypsum board, and so forth. 
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Lumber 


The following table presents projections of the amount of lumber 
required for residential construction, derived on the basis of the projec- 
tions of dwelling-unit construction : 


TABLE 81.—Lumber requirements for new residential construction 


[Billion board-feet] 











| 1952 | 1960 | 1965 1970 
Getidice ts, co __ | | roe 
re a a ee a i a ed | 11.0 12.4 15.4 
A ciel ieee eee ie ee i30| 13.4 15.1 19.4 
sai Saari ee endes Se eet ee I aaa a iad ia aes accede eaaio | cuaaciliaaiaceinte 16. 2 18 8 27.3 


The low projection is based on the assumption that the average 
amount of lumber use per dwelling unit will go from about 9, 700 
board-feet in 1960 to 9,200 in 1965, to 8,700 in 1970. In the medium 
projection the corresponding figures are 9,700, 9,500, and 9,250. In the 
high projection, it is assumed ‘that average lumber per dwelling unit 
remains constant at 10,000 throughout the period. These assumptions 
are essentially judgments made by us, based on data on trends in the 
average amount of lumber per dwelling unit given by the United 
States Forest Service in Timber Resources for America’s Future. As 
can be seen from the foregoing figures, the major factor in the width 
of the range is not the variations in the assumption as to lumber used 
per dwelling unit, but in the range in the projections of dwelling unit 
construction. Given an estimated use of about 13 billion board-feet of 
lumber for residential construction in 1952, it can be seen from the 
table that lumber requirements will probably increase substantially by 
1970. On the most probable projection, about 20 billion board- -feet 
will be required in 1970, or over 50 percent more than in 1952. It is 
also conceivable that at least in some years, lumber requirements may 
be on the order of 27 billion board-feet, or over 100 percent more than 
in 1952. 

Total lumber production in the United States during 1950 to 1956 
has ranged from about 36 to 38 billion board-feet, with net imports 
ranging from about 1.5 to 3 billion. Residential construction has been 
absorbing roughly a third of total consumption. An increase of 
roughly 7 to 14 billion board-feet in the demand for lumber for resi- 
dential construction would clearly constitute a substantial addition to 
overall demand. If as generally happens, a high level of nonresiden- 
tial construction accompanied the high level of residential construc- 
tion, the overall increase in lumber demand would be still greater. It 
is unlikely that the continuing substitution of other materials for 
lumber could compensate for more than a part of the potential in- 
crease. It seems likely, taking roughly into account all the various 
uses of lumber, that the projected rise in residential construction will 
be instrumental in pushing the total demand for lumber to a level of 

say 50 million board-feet, or about 25 percent higher than the peak 
levels of recent years—and it is entirely possible that the demand will 
go still higher. While it may be possible to increase net imports, per- 
haps by 2 to 3 million board-feet, the great bulk of the probable in- 
crease in demand will have to be met from domestic output. 
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The increase in the demand for lumber will tend to create a tight 
supply situation, and could easily cause substantial supply difficulties. 
It may be difficult, at least during certain periods, for the residential 
construction industry to get all the lumber it could use. And the tight 
supply situation will tend to exert upward pressures on lumber prices. 


Steel 

The following table presents rough projections of the amount of 
fabricated steel products such as structural shapes and hardware re- 
quired for residential construction during 1960-70. 


TABLE 82.—Projections of fabricated steel required for residential construction, 
1960-70 


{Million we 





1955 | 1960 1965 | 1970 
a oe 2.4 2.6 3.2 
3.0 28 =| 30 = | 4.0 

ie Bi Oa aia | 3.2 | 4.0 4.8 | 


This table is based on a rough allowance of 2 tons of steel per 
dwelling unit; * it does not take into account possible variations in the 
use of steel per dwelling unit in the future. 

The table indicates for 1960-70 a demand for fabricated steel 
products for residential construction ranging between about 2.5 to 5 
million tons; and this compares with shipments of finished steel dur- 
ing the years 1955-57 of about 80 million tons or more each year. 
Given the relatively small portion of total steel shipments taken by 
residential construction, the question whether steel will be in ade- 
quate supply for this industry depends on the overall supply and de- 
man situation for steel—the relations between steel capacity and out- 
put on the one hand and the demand for steel for the automotive, oil, 
machinery, and container industries, and for nonresidential and resi- 
dental construction on the other hand. 

Moreover, the question of the adequacy of steel for residential con- 
struction depends not only on whether the overall supply of steel is 
adequate to meet the various demands for it, but whether the supply 
of specific types used in residential construction, for example struc- 
tural shapes, reinforced bars, etc., will be adequate. Adequacy of 
the overall supply does not preclude shortages, at least for a time, of 
specific types. 

Aluminum 

It is difficult to estimate with precision from the available statistics 
the average amount of aluminum used for each dwelling unit con- 
structed at the present time, and even more difficult to estimate how 
much this amount is likely to increase over the next 10 years. It has 
been estimated roughly that the average amount of aluminum going 
into new dwelling units is about 40 to 70 pounds.* There seems to 
be general agreement that the use of aluminum in housing construc- 
tion will increase greatly in the future, and, as a rough guess, it might 


*The Housing Almanac, National Association of Home Builders, 1957, p. 73, indicates 
requirements of 200,000 tons of steel for 100,000 homes. 
* Aluminum Moves Into Housing, Iron Age, August 27, 1957, p. 66. 
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go up to from 5 to 10 times the present level by 1970. Taking the 
present level at very roughly 60 pounds per dwelling unit, this would 
mean an increase to about 300 to 600 pounds per dwelling unit. 

On this basis and taking the medium projection of dwelling unit 
construction, the use of aluminum in new residential construction 
might rise from a present level of about 50 to 70 million pounds to 
about 600 to 1,300 million pounds by 1970. On the basis of the high 
dwelling unit projection, the demand might go up to about 800 to 1,600 
million pounds. Even on the basis of the low dwelling unit pro- 
jection, the increase would be very great; the demand would go up to 
about 500 to 1,000 million pounds. These figures can be compared to 
overall aluminum shipments of about 4,000 million pounds in 1955 
and 1956. 

Thus, it appears likely that housing will tend to add considerably 
to the overall demand for aluminum in the next decade. And to this 
should be added the fact that the use of aluminum in nonresidential 
construction is also increasing. 

Whether or not aluminum will be in tight supply for housing during 
the next decade depends not on housing alone, but on the rate of in- 
crease in aluminum production capacity, and on what happens to de- 
mand for other uses. Aluminum output and shipments will un- 
doubtedly increase greatly during the period to 1970. Increased use 
of aluminum will tend to relieve somewhat the pressure on other mate- 
rials in which the supply situation may be tight. It is possible that a 
tight supply situation for aluminum in housing may develop. But 
the main effects of this would probably be to slow the rate of technical 
substitution, and increase the possible pressure on other materials. 


THE PRICES OF MATERIALS AND HOUSING COSTS 


‘he prites of construction materials during the next decade will 
depend on many factors including overall monetary and fiscal policy, 
the movement of the general price level, wage rates, technological de- 
velopments, etc., and it is far from certain what will happen. But the 
general presumption that there will probably be a tight supply situa- 
tion for many building materials in the latter half of the next decade 
indicates that there will probably also be general pressure on prices, 
although technological advance and increases in productivity may off- 
set this pressure in some cases. It seems especially likely that there 
will be pressure on lumber prices, not only because of the probability 
of a tight lumber situation, but also because of the tendency of lumber 
prices, throughout most past years, to rise faster than the prices of 
commodities in general. It has been estimated, for example, that be- 
tween 1900 and 1950 the price of lumber rose 190 percent more than 
the price of commodities in general.® 

The possible effect of the price of materials on the per unit cost of 
housing must be considered in the light of the portion of total housing 
costs accounted for by these materials. Again data are scanty, but 
available information indicates that materials account for very 
roughly 40 to 50 percent of total capital costs; cost of site construction 
labor, contractors, and subcontractors, overhead and profit, and the 


® Timber Resources for America’s Future, p. 416. 
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cost of land and land improvement account for the remainder.’ Inter- 
est costs for the contractor’s or developer’s working capital or for 
mortgages of ultimate owners are not included. Available price and 
other data indicate that the cost of the lumber alone in the average 
dwelling unit constructed at present is in the general neighborhood of 
$1,500 or about 10 percent of total cost.’ 

It seems clear that increases in the prices of materials, which ac- 
count for 40 to 50 percent of the total capital housing costs, could have 
substantial effects on total costs. Even an increase in the price of 
lumber alone could be of significance. For example, given past trends 
in the relative price of lumber, an increase of 20 to 30 percent over a 
period of, say, 3 years in a tight supply situation, possibly in the latter 
1960’s, is entirely possible. Such increases could add roughly $300 to 
$450 to the construction cost of a dwelling unit. Increases in the mate- 
rials component of costs may tend to be accompanied by increases in 
other components, such as profit margins and labor. 

A tight materials situation may affect residential construction costs, 
not only through higher prices of materials, but also by causing dis- 
ruptions in the construction process. Inability to obtain materials 
and items when required, including often relatively unimportant items, 
can easily cause interruptions and delays whose cost is far greater than 
that of the material or item itself. 

The effect of supply tightness and price increase on total construc- 
tion cost should be gaged in the light of the fact that construction 
costs have been rising more rapidly than the general price level and 
that if this trend were to continue unchecked, some buyers would be 
priced out of the market.® 


FEDERAL POLICIES AND PROGRAMS 


This brief review and look ahead at the supply and cost prospects 
for residential construction materials during the 1960’s brings out 
several highlights: 

1. The estimated number of dwelling units that will be con- 
structed will move upward somewhat over the levels of recent 
years to the mid-1960’s, but will exceed only slightly the high 
reached in 1955. Thereafter, as the high birthrates which began 
in the mid-1940’s result in high rates of family formation, hous- 
ing construction inevitably will rise rapidly with the estimated 
1970 level surpassing 1960 by nearly one-third. 

2. Demand for housing construction materials of all sorts may 
be expected to rise in step with this trend and to be magnified 
somewhat as more and more families want and can afford larger 
houses and second houses for vacation purposes. Offsetting this 
effect somewhat, but probably not completely, may be increased 
efficiency in the use of materials through further progress in pre- 
fabrication and other techniques. 


*See, for example, Housing Costs, Where the Housing Dollar Goes, National Housin 
Agency, Washington, D. C., ember 1944, where it is indicated that materials accoun 
for fae 45.7 percent of total costs. (These are old data, but seem to be the best 
available. 

*In the 1944 study of housing costs referred to above, the cost of lumber alone (exclud- 
ing millwork) is given as 11.85 percent of total housing costs. 

See for example Housin nd in the United States, 1957-65, Bureau of Labor 
Statistics, U. S. Department of Labor, preprint No. 2273 from Monthly Labor Review, 
ruary 1958, pp. 8 and 4. 
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3. Demand for the several principal construction materials 
seems certain to increase rapidly after the mid-1960’s with varia- 
tions among them in the rate of growth depending on changes 
in consumer r prefer ences, new technology bringing cost reductions 
and substitutes, and increasing relative » scarcity. 

4. Lumber would appear to be the major foreseeable supply 
problem. By 1970 demand for lumber for residential construc- 
tion may be half again as much as it isnow. The price of lumber 
relative to materials generally has been rising over a longer pe- 
riod of years reflecting the increasing shortage of higher grade 
saw timber. A continuation of this tendency, heightened i in the 
an 1960’s by new demand, may well spell difliculty. 

. For the two other materials considered, steel and aluminum, 
the ‘demand for housing construction is only a small fraction of 
total demand. One cannot predict a supply or price problem for 
them resulting from housing demand; the total market for their 
materials would have to be analyzed. However, to the extent 
steel, aluminum, and other substitutes come into use, the pressure 
on lumber will be lessened. 

With these highlights in mind we turn finally to the matter of Fed- 
eral policy and programs, particularly those “which might improve 
prospects for the supply of construction materials. It should be made 
clear that housing policies and programs, certainly in the credit field, 
while they affect building materials, are engaged for other purposes 
mainly, such as offsetting business cycle movements or helping to pro- 
vide needed housing. Policies and’ programs dealing generally with 
housing and housing credit bear upon many facets of the housing in- 
dustry “besides building materials. Lumber, steel, aluminum, “and 
other materials are used for other purposes besides houses, and there- 
fore numerous nonhousing factors play upon their dem: and and sup- 
oly. To try to solve what is primarily a problem of supply of a 
busiding material through housing credit policy would be clumsy, al- 
though it is perfectly clear that changes in housing credit terms will 
have a bearing on the supply of materi ials. 

In addition, the problems of Federal policies and programs with 
respect to housing require specialized knowledge in a variety of areas 
and more time and study than we have been able to give tothem. We 
present the following, therefore, simply as suggestions for further 
study and consideration rather than definitive recommendations. 

First, as a general proposition, it would be of great assistance in 
meeting problems of the second half of the 1960’s to keep residential 
construction at a reasonably high level in the early sixties, through 
Federal action in credit and other fields. Increased construction dur- 
ing the early years would have the double effect of dampening some- 
what the high demand for new dwelling units in the later years, and 
also, by maintaining some pressure for. expanded output in the ma- 
terials and construction industries, help keep them in a better posi- 
tion to meet the upsurge of demand that will probably occur in the 
later years. 

Second, because of the importance of lumber and the tightness of 
supply and pressure on peat that will probably occur, basic Federal 

olicy with respect to forestry and lumber should be reconsidered. 
onsideration, for example, could be given to the following: (1) in- 
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creasing road construction to the more inaccessible forest areas, espe- 
cially in the West; (2) extending the programs for thinning and 
other stand improvement measures to accelerate timber growth; (3) a 
variety of measures, including centralized and group management 
programs, to bring about continuous timber production from smaller, 
privately owned forest lands; (4) stimulation of research over a wide 
range of possibilities from basic tree genetics to development of wood 
product and other substitutes for high grade saw timber. Considera- 
tion might also be given to providing assistance, such as rapid tax 
amortization and special credit facilities, to lumbering enterprises to 
help speed programs for mechanization and improvement of facili- 
ties. Fortunately there appears to be a several year grace period 
before the major homebuilding expansion due in the second half of 
the 1960’s, during which time more fundamental but slower acting 
policies and programs can be set in motion. 

Third, the Federal Government should take the lead in encouraging 
the continuous revision and bringing up to date of building codes and 
related standards of housing credit agencies. The existing codes and 
standards, some of them extremely antiquated, tend to cause a waste- 
ful use of traditional materials, discourage the use of new materials, 
and hinder the rationalization and improvement of the construction 
process. The resulting addition to total construction costs and hin- 
drance to the substitution of new or cheaper materials are great. In 
the revision of codes and standards, encouragement should be given, 
wherever consistent with sound building practice, to the increased 
use of building board, aluminum, asphalt and tile flooring ma- 
terials, etc. 

Fourth, more attention should be given to longer range estimates 
of housing demand, supply, and cost and to the associated require- 
ments for building materials. More plentiful and better quality 
statistics would help especially if these were matched by more ana- 
lytical facilities. Within severe limitations of funds good work of 
this sort is now done in government and the industry ; more is needed. 
Only in this way can the framework within which policies are estab- 
lished and carried out be made more adequate for the task. 

* For a more detailed discussion see An Estimate of Capital Needed in Forestry To Meet 


Projected Timber Requirements for the Year 2000, by Charles Stoddard. (Washington: 
Resources for the Future, July 1958.) 











RESIDENTIAL CONSTRUCTION LABOR SUPPLY 
AND COSTS, 1961-70 


EMERSON P. SCHMIDT, Director of Economic Research, Chamber of Commerce 
of the United States, Washington, D. C. 


The following memorandum was prepared in response to this 
question : 


What are the prospects for an adequate supply of resi- 
dential construction labor during the period 1961-70? To 
what extent will the per unit labor costs increase or decrease 
the per unit cost of housing during the period 1961-70? How 
should Federal programs be supplemented or modified to 
improve prospects for an adequate supply? 


The first two questions raised are not capable of clearcut response, 
nor can any response be made with any meaningful finality. 

Even if the first one could be answered satisfactorily, it might be 
argued that the effort would not be worthwhile, because labor mobility 
and individual incentives will insure an “adequate” supply of con- 
struction labor, if no artificial restraints are put in the way. The 
word “adequate” has no meaning, except in terms of voluntary par- 
ticipation of workers in construction trades and the demand for their 
services in alternative employments. 

We might put the matter in another way, in the form of a different 
question: Has any effective demand (desire coupled with ability and 
willingness to pay) for any commodity or service ever remained un- 
fulfilled for any extended period because of the scarcity of common 
or skilled labor? Except for very short periods such as a few days or 
weeks, it would be difficult to identify any significant consumer de- 
mand in peacetime which has ever been left unsatiated because of a 
scarcity of labor. Thus, it might be argued that this question enters 
needlessly into an arena where market forces can be relied upon to 
furnish the correct answer, providing no artificial restraints or stimu- 
lants are put in the way of these forces. It is the function of the free 
market, the free price (wage) system and the self-interest motive to 
allocate human and other resources in response to free consumer 
demand. 

If, on the other hand, artificial forces attempt to overstimulate 
housing starts, when the remainder of the economy is in a buoyant 
state, an apparent shortage of both labor and materials might occur. 

Projections of construction activities throughout our economy and 
of technological and other changes which are likely to condition the 
demand for construction labor and the several skills involved may be 
useful in improving foresight and in adjusting construction capacity, 
including labor training and recruitment, to long-run trends. 

Total construction activity trends, however, will not be of much help 
to a youngster seeking vocational guidance, unless these totals can be 
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broken down into such components as bricklayers, plasterers, carpen- 
ters, electricians, etc., and in terms of local conditions. If such projec- 
tions for total activity and technological changes reflecting differential 
demands for the several skills were made and found reasonably reliable, 
they would provide clues for vocational counselors, directors of ap- 
prenticeship training programs, and others who might want to deal 
with the issue. (See Occupational Outlook Handbook, 1957 Bureau 
of uae) Statistics, for general discussion as well as trade-by-trade 
analysis. 

But even apart from such projections, it does not seem probable that 
residential construction will suffer from lack of labor, unless we allow 
artificial restraints or restrictions to impede free entrance. Any short- 
run shortages, furthermore, could be mitigated by accelerated training, 
some shifting of personnel, shifting of design or components and in- 
creased money incentives, or some combination of these. 

Construction technology, demographic and economic factors will 
remain dynamic. Population will grow very greatly, the labor force 
will expand and its structure will change, a the rate of household 
formation will shortly rise from the recent levels. Average real in- 
come per family should rise and, possibly, raise the demand for more 
space and better accommodations. These forces and factors cannot 
be forecast with accuracy or precision. 


POPULATION PROJECTIONS 


The most recent (revised) Bureau of the Census population projec- 
tions suggest the possibility of a considerably greater growth than pre- 
viously projected and a need for more housing. From a present pop- 
ulation of about 175 million, the highest of the four current Census pro- 
jections reaches almost 200 million in 1965, as shown by the accom- 
panying tabulation (series P-25, No. 187, November 10, 1958). 


TaBLeE 83.—Census projections of total population, 1960 to 1980 





Revised Census projections of total population 














Year (July 1) a sda ae 
| 
SeriesI | Series II | Series III | Series IV 
SERENE SEAS RES SS ee ee Sere eee ae 181. 2 180.1 179.8 179.4 
1965_._- iad Sa i Sa eile pangs ise a Scot ni enter 199. 0 195, 7 193. 6 191.5 
Os rca ahd bed caret onan sedate ane Sie gn ceewnl eal 219. 5 213.8 208. 2 202. 5 
i ccna ices cea Wek eee thn eine ae Na eh ee ace le 243.9 235. 2 225. 6 215.8 
ovate: Sevgcnsianhpeathendssnb een ms<nnielinls 272.6 260. 0 245. 4 230. 8 





Within another decade, by 1975, the figure would rise another 45 mil- 
lion, and reach a total of nearly 273 million by 1980—about 22 years 
hence. This (the highest of the current 4 projections) would repre- 
sent an increase of nearly 100 million (97.5 million) from mid-1958 
to 1980. The lowest projection suggests a population of 231 million 
in 1980—still 56 million above the present figure. 

While even the highest of the several projections of the Bureau of 
the Census issued from time to time have understated population 

owth, it is possible that the actual growth rate will fall somewhere 

tween the highest and the lowest figure of the current projection 
shown in the table. Whatever the actual outcome, it is clear that 
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population will expand greatly and the potential demand for con- 
struction, including housing, will be very large. While those to be 
born in the next two decades will not, except to a very limited degree, 
form households of their own, they will be added to the population 
to be supplied with housing. Thus, the prospective population burst is 
a factor which will tend to increase the demand for housing space 
and residential construction labor. 

But in making this rather obvious observation, we should not over- 
look the fact that other sectors of the economy—nonresidential con- 
struction and nonconstruction economic activity—will also grow and 
require most of the expanded labor supply. Residential construction 
labor demand will have to compete against these other uses of labor. 


THE LABOR FORCE 


The size and the structure of the labor force depend heavily on 
previous births and birth rates, but other factors are also influential. 

According to the United States Department of Labor, the total 
labor force in the period 1955-65 will rise from 60.3 million to 70.3 
million, and to 82.4 million by 1975 as shown by the table. A sharp 
rise in the youngest age groups—14 to 24—is expected between 1955 
and 1965. But there will be very little change in the young adults 
from 25 to 44 years of age, suggesting the possibility of reduced sup- 
plies of skilled labor; and there will be substantial growth in the 
numbers 45 years and over. (See Monthly Labor Review, December 
1957.) 

TABLE 84.—Persons at work by full-time and part-time status, by sex, annual 

averages, 1955 and projected 1965 and 1975 


[Millions of persons 14 years old and over] 














| Net change from— 
Sex and hours worked 1955 1965 | 1975 acme Pe 
i | 
| 1955-65 1965-75 
| | | | 
Both sexes, total at work. ._...-.......---- | 60.3 70.3 | 82.4 10.0 | 12.1 
0 SEE seiaoack iSiinea aatios | 49.9 | 56.3 65.5 6.4 | 9.2 
a ae 10.3 | 14.0 16.9 | ee 2.9 
SIE Ge cccckinebownnanteeil 7.8 10.2 | 12.3 | 2.4 2.1 
NR csi screntenieeenineinss sical 2.6 | 3.7 4.6 ae | 9 
Minion, Sebel at wOPk...... 2... << sene 41.4 | 46. 1 53.5 4.7 | 7.4 
DN I i ies niciasebeiaarcine Sesasaaips gece | 6.2 | 39.3 | 45.4 3.1 6.1 
3 Ee ee eae 5.2 6.8 | 8.1 1.6 | 1.3 
i) anne 4.0 5.1 | 6.1 i 1.0 
DUN MRT ops acc naked ay 1.7 | 2.0 | 5 | 3 
Females, total at work___-..._.--.---_-_--- 18.8 | 24.2 28.9 5.4 | 4.7 
eae 13.7 | 17.0 20.1 | 3.3 | 3.1 
PEN kc oniekonneoaemcacssmmmssie 5.1 ae 8.8 a 1.6 
ee eer a7 5.1 | 6.2 1.4 | 1.1 
Se I os en 2 ook dens eee 1.4 2.1 2.6 | om | 5 
| | 





NotTe.—Detailed data shown in table B. 
Source: Bureau of the Census and Bureau of Labor Statistics. 


In the decade 1965-75, the labor force is expected to increase by 
about 12 million. But, unlike in the previous 10-year period, there 
will be a substantial increase in the number of men 25 to 44 years of 
age—approximately 3.5 million. About 1.6 million men 45 years and 
over will also be added. Although women engage in little construc- 
tion activity directly, any addition of women to the labor force will 
help to augment its total supply, and thereby release greater numbers 
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of males for other employment. The increase in the number of adult 
women workers will probably be smaller than in the period 1955-65. 
The number of young workers under 25 years of age will continue to 
increase by about the same amount as in the preceding 10 years—over 
4 million. 

HOUSEHOLD FORMATION 


While the increase in the number of households in our economy is 
a major factor in the demand for new housing, and, therefore, con- 
struction labor, other demand factors are also important. 

Demolitions, abandonments, and other losses of the housing supply 
are likely to increase from recent rates estimated to be around 300,000 
to, perhaps, a third or more higher. The migration and mobility of 
our population since the end of World War II greatly added to the 
demand for housing; but it is generally believed that, with the excep- 
tion of a few areas, the population now has adequate freedom to move 
insofar as housing availability is concerned. Barring large and rapid 
regional shifts or drastic curtailment of housing growth, vacancy rates 
should remain sufficiently high to accommodate normal migration and 
mobility. 

In addition, increased demand for housing comes from an attempt 
to improve housing conditions; and if the cost of new housing is in 
line with other living costs, some increase in the demand for housing 
could come from this natural tendene y to upgrade our housing st: and. 
ards. Increase in the teen-age population (relatively and absolutely) 
will likely enlarge the size of housing per family (separate bedrooms, 
recreation and, we may hope, study rooms, etc.). 

According to Bureau of Labor Statistics-Bureau of the Census pro- 
jections, a net increase in households will average about 755,000 annu- 
ally between 1957 and 1965, as shown by the accompanying table. 


TABLE 85.—Households in the United States, 1950-707? 


[In thousands] 


ACTUAL 
Total, 
Item all types 
en ee oid ane ee ee a ot pngumigniaa en eren 438, 554 
On a aa ee 49, 543 
EINE UAE CN BN see open we aie ein ceed 856 
CENSUS BUREAU SERIES II PROJECTION 
aa a oe ee oe 51, 573 
mverage annual! Incase, TOUl O02. 65s oo oun dene 677 
a Na a a 55, 579 
AT INIEG) SIO DI iti is stasis i cee gees tw nines es 801 
PRIOR UTI BENT i he eccie erected nds ie pan ners Sr eemarnces 75 
a ee a a eee teed 60, 762 
mrennee Bbiat tncrenie, Wooe-10.. aes Soe en an ew ce 1, 037 


1 Monthly Labor Review, February 1958, p. 143. 


This will be about 100,000 less than the average increase in house- 
holds from 1950-57, reflecting the low birthrate of the 1930’s and 
early 1940’s. The average annual increase from 1960-65 will be 801,- 
000, or about 18 percent higher than from 1957-60. 

Beginning about 1965, annual net additions to households will begin 
to exceed the average of the past several years by a wide margin, reach- 
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ing in excess of 1 million per year, 25 percent above the 1960-65 rate. 
Other things being equal, this could mean a very considerable increase 
in the demand for construction labor; though it is probable that an 
increasing proportion of this rising demand will be accommodated 
by prefabricated houses and, somali. by multiple unit dwellings. 
And, of course, as shown above, the labor force at this time will also 
be growing rapidly. 

Sencle E. Chase of the Bureau of Labor Statistics concludes that: 


Pressure on housing demand from the physical factors ap- 
pears destined to be less during the period from 1957 until 
1965 than it has been during the past 7 years primarily as the 
result of the expected smaller increase in households but also 
because no further significant increase in the overall vacancy 
rate appears to be needed. Whether the Nation will maintain 
or increase the rate of new homebuilding in the years immedi- 
ately ahead will depend to a large extent, therefore, upon 
social and economic factors. 

It seems likely that the new housing market will be ex- 
panded and’ housing standards will be improved appreciably 
only if ways are found to hold down construction costs and, 
at the same time, maintain a quality product. This would 
call for a concerted effort on the part of building tradesmen, 
homebuilders, and materials suppliers. Lower costs per 
dwelling unit can be achieved, of course, through construc- 
tion of a larger proportion of multifamily structures. A 
trend toward more rental-type housing already is in evidence. 

Progress in cost-cutting and acceleration in homebuildin 
activity are imperative during the period immediately —em 
and before 1965, when a sharp upturn in household forma- 
tion can be expected to strain the resources of the homebuild- 
ing industry. If efforts to expand the new-house market 
are successful during this interim period, industry and labor 
will be in a much better position to meet the greatly increased 
requirements for housing after 1965 (Monthly Labor Review, 
February 1958). 

OTHER FACTORS 


Earlier retirements would shrink the active labor force. Since 
Congress has already furnished women with a premium on retirement 
at 62, it seems probable that this “social gain” will be extended to 
men aaanee many years elapse, and thereby tend to reduce the labor 
su > 

iene. there has been a steady trend toward the shorter 
workweek, a decline to 32 hours from the “standard” 40-hour work- 
week, for example, would constitute a reduction in the labor supply 
of 20 percent, assuming no change in productivity. While such a 
drastic decline by 1970 or 1975 may be improbable, some decline 
appears likely to take place. 
ether the rapid suburban trend will continue for the period 
under review cannot be predetermined. There are some indications 
that the charm of the suburbs has lost some of its appeal. Should 
these indications be further reinforced, this would mean relatively 
fewer single-dwelling units, and a shift toward multiple-dwelling 
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units with some reduction in demand for on-site labor and some 
monetary savings in construction costs per unit. 

The trends toward modular design, preassembly, and prefabrication 
are likely to accelerate. Building codes are making some progress 
toward functional standardization, rather than specifying materials 
and methods based on traditional practices. These trends could be 
greatly accelerated, if all those concerned with residential construc- 
tion would dedicate themselves to the proposition that the house 
buyer and renter shall get better values for their money. They would 
reduce on-site labor requirements and thereby reduce any prospects 
of a shortage of labor skills. 

It is also probable that the typical house of 1965 or 1970 will be 
different in quality, design, materials, and the built-in features, as 
well as the complement of articles or appliances which make up the 
house. This, too, makes any prediction of labor requirements and 
relative availability difficult or impossible. The trend toward larger 
families continues, but could reach a peak and reverse itself—another 
unknown in the housing demand. 

Thus, it is obvious that the questions raised are not readily answer- 
able. The demand for housing will be high—but how high? The 
supply of labor will increase. But residential construction should be 
expected to compete for its proper quota. If the cost of construction 
labor rises unduly rapidly, architects, engineers, designers, material 
suppliers and builders can do a great deal to offset, partially at least, 
the impact on unit costs by modernizing building codes, expanding 
the use of modular designs, of preassembled components and of pre- 
fabricated structures. Obstructions will be placed in the way of such 
changes, but if these changes are comtnidalie sound they will make 
progress, and if the occasion arises, such changes could be substantially 
accelerated. 

Any artificial attempts to accelerate residential construction with- 
out, at the same time, recognizing that such attempts may merely 
raise costs could be self-defeating. While productivity in heavy con- 
struction, railroad and highway construction have increased, such 
increases are less evident in building construction. Indeed, Colean 
and Newcomb, in Stabilizing Construction: The Record and Poten- 
tial (McGraw-Hill, 1952), state: 


it now probably requires more man-years of work for the 
average worker to pay for the labor going into a house than 
it required in 1925 or 1915. 


If there is evidence of any threatening scarcity of construction labor 
in the period ahead, such evidence should be publicized by the Bureau 
of the Census, other Government agencies and private agencies. This 
would encourage an ansion of the labor supply and efforts to 
minimize on-site labor utilization, as discussed above. 

The Government should rely on free market forces in the fields 
of mortgage money, labor, materials and supplies to find answers to 
these questions and should avoid makeshift programs which fail to 
remove roadblocks or which may even be self-defeating. 
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In testimony before the Joint Economic Committee, David 
Blank, of CBS, put it this way: 


However, if such a program is not undertaken or if it is 
not sufficiently effective, the Government must then begin 
to take into account the effect upon housing prices of any 
action it undertakes in the credit field. That is, any seus 
to ease downpayments or carrying costs that successfully 
results in a considerably larger number of houses being built 
is likely to have substantial adverse effects in the form of 
higher prices. As a result, the gains offered to the house 
buy er by this easing of credit terms may be partly offset by 
the increased price that he will have to amortize and pay 
interest on over the length of the mortgage. Indeed, it is 
not hard to visualize a situation in which the benefits to the 
additional families enabled to purchase new homes are con- 
siderably more than offset by the harm done to the remaining 
families who would have purchased new homes in any case. 

At any rate, it will be necessary at times to make a conscious 
and perhaps unpleas: int choice between an expansion in hous- 
ing production, with its associated price increases, and an 
ss pa of increasing housing production, with its asso- 
ciated retardation in the rise in housing standards in this 
country. (Joint Economic Committee’s Federal Expendi- 
ture Policy for Economic Growth and Stability, Nov. 5, 
1957. 

Housing construction has been highly and needlessly unstable. 
Instability has its price: both workers and building materials sup- 
pliers take into account the degree of stability or instability in demand. 
The greater the instability, the greater the supply price, other things 
being equal. 

Factors which unduly speed up or slow down housing construction 
are cost raising. Once costs of materials and, particularly, of labor 
are advanced, they tend to be rigid downward in periods of slack. 
The most important steps the Congress could take to assure adequacy 

of housing, adequacy of labor and reasonable costs is to let the market 
be the guide. Dr. Raymond J. Saulnier, Chairman of the President’s 
Council of Economic Advisers, put it this way : 


* * * First, the housing and home financing laws of our 
country should be reviewed, from top to bottom, with the 
object of eliminating or correcting those provisions, particu- 
larly those that affect the flexibility of interest rates, that tend 
to impede the flow of private funds into home financing, and 
to cause public funds to be substituted for private credit. 

Second, we should avoid introducing inflexibilities and 
rigidities into our home financing markets by laws that re- 
quire Federal purchases of mortgages at par, without regard 
to competitive market conditions. 

Third, we should never again place legal limitations on 
the ability of the federally insured or guaranteed mortgage 
to adjust itself to changing credit and capital conditions 
through changes in its price. 
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Finally, laws pertaining to direct lending by the Federal 
Government should be restudied to the end that credit shall 
not be available to qualifying users under these programs 
on terms that are more attractive than those prevailing 
for credits of a similar character in open competitive 
markets. * * * (The Commercial and Financial Chronicle, 
vol. 188, No. 5796, November 20, 1958). 


[Nore.—Mr. William J. Shickler, Building Trades Department, 
AFL-CIO, intended to submit a paper on this subject, but notified the 
staff subsequently that the paper would not be submitted. Mr. Shick- 
ler and his organization have been invited to submit such comments or 
data as they may consider appropriate for inclusion in the record of 
the public hearings which are to be held in 1959.] (See hearings, 
p. 105.) 





THE PROVISION OF ADEQUATE RESIDENTIAL BUILD- 
ING SITES IN THE SIXTIES 


RICHARD U. RATCLIFF, Professor of Land Economics, University of 
Wisconsin, Madison, Wis. 


STATEMENT OF THE PROBLEM 


The query to which this commentary is directed was presented as 
follows: 


What are the most critical problems to be faced in the 
period 1961-70 in obtaining residential building sites with 
necessary community facilities at prices which bear a reason- 
able relationship to the costs of planned improvements? How 
should Federal programs be supplemented or modified to help 
solve these problems? 


The underlying assumption of the Housing Subcommittee in in- 
augurating the study of which this commentary is a part is that the 
decade of the sixties will see an accelerated urban growth which will 
press upon productive and financial resources. This assumption is 
accepted here. We are asked to consider the problems arising from 
the pressures on land resources and the resources required to provide 
urban services to the users of residential building sites. 

The problem is not clearly revealed in the quoted question. There 
exist no criteria for determining a “reasonable relationship” between 
prices of prepared building sites and the cost of the houses to be built 
upon them. We have only the past as a guide when ratios of land 
value to value of house and lot have ranged from oft-quoted 20 percent 
in the twenties to 14 percent in the late thirties as revealed in Gia on 
FHA-insured mortgages, to 12 percent in 1950 and 14-15 percent in 
1956. The problem is not to strain for some norm but rather to seek 
the reduction of all of those cost components in the production of 
building sites which, upon examination, are revealed to originate in 
waste and inefficiency or in monopoly profits. 

The phrasing of the question in referring to “necessary” community 
facilities raises the issue of standards in land development. We shall 
assume, for purposes of this discussion, that essential facilities in an 
urban setting include sewer and water, paved streets, sidewalk, curb 
and gutter, storm sewer, schools, parks and playgrounds. Private 
facilities such as churches and commercial facilities for shopping are 
not matters for public concern save to assure that land planning pro- 
vides space for them in appropriate locations. However, commuting 
facilities in form of thruways and mass transit call for various forms 
of governmental action. 

o restate our problem: during the anticipated era of mane urban 
expansion and the concomitant residential building boom of the sixties, 
what steps can be taken to provide, at the lowest cost to the consumer, 
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building sites with the full complement of facilities generally required 
for urban living? 

We can now proceed to identify the cost elements in the production 
of residential building sites and to consider in what degree any of 
them may represent an unwarranted and curable burden. We can 
assume that all land costs, justified or not, are passed on to the home 
buyer. 


PROBLEMS 
Total land supply is ample 


The sixties will see no long-run shortage of building sites. First, 
there is no shortage of raw land in the usual quantitative sense. Cities 
have grown by expansion at the periphery of the built-up area, ab- 
sorbing the agricultural hinterlands into urban use. As urban needs 
increase, the urban land uses outbid the agricultural uses for the 
space. Our large cities stand as demonstrations of the growth pattern 
which smaller cities are to repeat. They also demonstrate the willing- 
ness of families to live at great distances from the center of the metro- 
politan area. Add to this demonstration the geometrical principle that 
the area of a circle increases as the square of the radius and we can 
conclude that there can be no effective quantitative shortage of poten- 
tial residential sites in most of our urban concentrations. True, the 
increments of growth are progressively farther from the center but 
this fact does not appear to inhibit urban expansion. 

Because of the effectively unlimited supply of land, and its scattered 
ownership, there can be no monopoly profits for landowners, in the 
long run. Residential land use is most flexible in locational specifica- 
tions. It need not be at a strategic corner as in the case of commercial 
use; nor on a railroad as in heavy industry. Houses can be built on 
rolling land or flat, on hillsides or in a forest. This flexibility con- 
tributes to the competitive nature of the land market. Certainly 
some lands are more desirable than others by reason of convenient 
location or terrain. But the differences in these qualities do not 
result in sharp price differentials which are monopolistic in nature. 
Furthermore, there is nothing to be done about reducing this kind 
of differential for the quality differences on which they are based are 
the products of nature or the inevitable consequences of a geometric 
principle. The main point here is that there is plenty of land for 
urban expansion and that it will be brought into the market as fast 
as agricultural uses are outbid. In fact, the uneven, leap-frogging 
spread of residential land use has left vast interstitial areas for future 
development which are closer to the center than much of current new 
growth. 


Short-run monopoly is frequent 


Though there is little of the monopoly of location in the residential 
land market, there arises frequently a short-run monopoly based on 
the availability of public services, notably sewer and water. Lack of 
planning or financial difficulties of municipalities often result in fail- 
ure to expand and extend sewer or water facilities to keep pace with 
demand. The result is a mene y position for landowners in areas 


which are served. In lesser degree, this situation can arise as a 

result of failure to provide adequate school facilities. Until new 

sewer and water mains are extended or additional school capacity is 
41549—59—_—-41 
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provided, the owners of land in areas which are served can exact a 
monopoly profit which is an added burden on the home buyer. 
Production costs of improvements are rising 

Inflationary price increases are a probability in respect to land im- 
provement costs as they are in all other areas of the economy. Thus, 
this problem is not unique in the housing field. We can expect higher 
costs for installing sewer and water mains and the rest of the off-site 
improvements just as we can expect higher costs for the construction 
of the house. This problem is to be attacked through general anti- 
inflation policies of the Government rather than through special 
measures in the housing field. 


Higher standards are common 

One source of increasing costs of building sites is higher standards 
of space and of facilities. Basically, these higher standards stem 
from the demands for consumers; they are expressed in the policies 
and regulations of local governmental bodies and such Federal 
agencies as FHA and VA. 

1. Larger lots —Modern ranch house design demands wider front- 
ages and modern outdoor living calls for generous backyards. The 
result of wider frontages is increased cost per house of street, curb 
and gutter, sidewalk, storm sewer, sanitary sewer, and water main. 
The lower density reflecting larger lot areas adds to these same costs. 

2. Higher standards for off-site improvements.—These higher stand- 
ards go beyond the bare minimums essential for urban living; they 
include wider residential streets, better paving, curb and gutter, storm 
sewers, and sidewalks. There are increasing restrictions on private 
wells and sewage disposal systems. The burden of higher standards 
bears on the home buyers but the long-run advantages appear to be 
generally appreciated by the consumer. 


The pattern of urban expansion is inefficient 


The outward thrust of our urban areas is characterized by scatter 
and dispersion of land development activities throughout the peri- 
phery. These activities are uncoordinated in time and place. They are 
often small-scale and nonprofessional. Because they are in many dif- 
ferent political jurisdictions, they observe a variety of standards. The 
lack of overall regional planning produces an inefficient land use pat- 
tern and a poor fit between community needs and the supply of build- 
ing sites. This uncoordinated process of land development imposes 
added costs on the homeowner which could be avoided if land develop- 
ment were orderly and compact. The dispersed pattern of peripheral 
settlement and its unplanned arrangement adds travel and time costs 
for all persons and activities which move about its area. 


Much land development is small-scale 


A substantial proportion of home building sites is produced through 
small-scale subdividing operations. The lots are sold to individuals or 
builders in various stages of development. The land developers in- 
clude both professionals and inexperienced amateurs. The quality of 
the land planning is variant. This type of business activity is risky 
and selling costs are high. Where streets and utilities are installed and 
the lots are only slowly absorbed into use by reason of poor location, 
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poor timing or low quality of the product, the investment in off-site 
improvements is wasted and the entrepreneur may find that his profit 
a more has been absorbed in carrying costs. 


REMEDIES 


More efficient use of the total land supply 


Though no long-run land shortage is anticipated, the total burden of 
the costs of public facilities can be reduced by the more efficient use of 
the areas already served. 

1. Encouragement should be given to filling in the areas between the 
fingers and islands of growth before extending farther out. 

2. Urban renewal activities in both central blighted areas and open 
land will result in more effective use of existing urban facilities. 

3. Undeveloped areas, closer in than much new growth, can some- 
times be brought into use by new roads, bridges, viaducts, or mass 
transit service. 


Expansion of community facilities to keep pace with need 

To forestall temporary shortages of prepared and served urban 
building sites, local authorities must extend public services as fast .as 
demand dictates. A policy of requiring land developers to install 
streets and underground services is ineffective unless there are adequate 
central facilities of water supply and sewage collection and disposal. 
Inadequate school facilities are a further limiting factor. Thus, 
financial and credit aid to localities which are unable to finance the 
necessary extensions is indicated if monopoly prices for land are to be 
avoided. The Community Facilities Administration now makes loans 
to localities in connection with public service extensions. Federal 
school aids will be helpful in keeping abreast of educational needs. 


Higher density for certain groups 


Large lots and low population density are desirable and preferred 
by many families, particularly those with children. However, other 
families prefer less land area and seek freedom from the cares of yard 
work and house maintenance. Encouragement might be given to the 
refinement and greater use of such housing forms as the row house 
and the patio house for homeownership or for rent. There appears to 
be continuing need for more rental housing in multifamily structures. 
All of these housing forms are suitable for cooperative ownership. 
They all require less land per family than freestanding homes and 
contribute to greater efficiency in the utilization of public services and 
utilities. 

Regional planning and coordination of public facilities on a 
metropolitan basis 

So long as our metropolitan areas are split into a multitude of inde- 
pendent political subdivisions, home buyers will continue to bear the 
costs of a scattered, wasteful, and inefficient pattern and scheduling of 
land development and street and utility extensions through each urban 
region. The obvious cures are: 

1. Regional planning to determine the proper distribution of land 
uses, to establish a master plan and a sindats for the provision of all 


public services, and to control the location and timing of land develop- 
ment. 
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2. Establishment of metropolitanwide agencies responsible for such 
public facilities as: Schools, major highways, water, sewage disposal, 
and storm water drainage. 

By refusing to supply public facilities except in those areas where 
land dev elopment conforms to the master land use and utility plan and 
meets the prescribed schedule, growth could be made into an orderly 
process and costs of public facilities would be reduced. 


Encouragement to large-scale vertically integrated community and 
building enterprises 

The integration of land development and homebuilding as practiced 
by large tr act developers in the larger cities results in pr oduction econ- 
omies and better land planning. This scheme of house production re- 
duces the costs of developed land by the greater efficiency of large-scale 
processes, by the lesser risk compared to ‘the hazard of the independent 
subdivider who must sell off the lots before taxes and holding costs ruin 
him, by eliminating sales expense, and by the smaller profit 1 margin on 
land in the calculations of the tract developer who takes his profit on 
both land and house in an undifferentiated margin when the house is 
sold. The large operator typically includes the full complement of 
community facilities with the finished product, even building schools 
in some cases. Each home buyer bears his proportionate share of the 
costs of such facilities as it is included in the price of the home and 
financed by the mortgage credit used in the purchase. 


FEDERAL INTERVENTION 


1. Following the pattern of the “workable program” requirement 
under the urban renewal program, there might be set up a regional 
master plan prerequisite for Federal aid. Such a plan would include 
a general scheme of land utilization in the metropolitan area, the 
street and highway skeleton, and the utility and drainage plan. It 
might also include the plan for an expanded school system. 

2. Federal financial assistance should be provided for the prepara- 
tion of the regional master plan. State legislation will be necessary 
in many States to authorize the establishment of regional planning 
bodies. 

3. Following the pattern of the college loan program, the Federal 
Government should stand ready to pr ovide lo: ans to local gov ernments 
for the extension of public facilities but only in areas where there is 
an acceptable regional master plan. 

The Community Facilities Administration, if continued, should 
restrict its advances for planning for public facilities to areas covered 
by a regional master plan. It would be logical to combine the loans 
for utility planning and for installation in one program. 

4. The Federal Housing Administration might be authorized to 
extend insurance coverage to private loans to land developers for the 
purpose of installing small and temporary water and sewage disposal 
systems in locations not to be served by public systems w ithin a rea- 
sonable time. This program should be limited to areas covered by a 
regional master plan. 
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5. As a matter of administrative policy FHA might refuse to ap- 
prove properties for mortgage insurance where they are not served 
with essential public facilities or are not in an area covered by a 
regional master plan. 

6. Federal aid for roads and highways serving peripheral areas and 
for the improvement and extension of mass transportation will assist 
in adding to the effective supply of land for urban expansion. 





CRITICAL PROBLEMS TO BE FACED IN OBTAINING 
RESIDENTIAL BUILDING SITES, 1961-70 


MAX S. WEHRLY, Executive Director, Urban Land Institute, Washington, D. C. 


The following memorandum is submitted in response to this 
question : 


What are the most critical problems to be faced in the 
period 1961-70 in obtaining residential building sites with 
necessary community facilities at prices which bear a reason- 
able relationship to the costs of planned improvements? How 
should Federal programs be supplemented or modified to help 
solve these problems ¢ 


Such a memorandum to be exhaustive and complete would require the 
most detailed kind of study and objective judgment to arrive at satis- 
factory answers. This is obviously beyond the scope of your present 
request, as I understand it. However, if any comments from me on 
the subject at this time will be helpful, I am only too happy to make 
them, even though some of them may appear obvious. 

Three major causes lie at the bottom of our land and building site 
problem, as I see it. The first is the unprecedented growth of popula- 
tion in the United States which was sparked by World War II and 
sustained during the subsequent 12-year period by high economic activ- 
ity and general world conditions. 

The second cause is the urban growth phenomenon whereby the bulk 
of this population increase has gravitated to the urban areas, and par- 
ticularly to the larger industrialized metropolitan complexes of the 
eastern seaboard, Great Lakes, and west coast areas. This, of course, 
does not ignore the high rapidity of urbanization in the metropolitan 
areas of the Southeast and the Southwest. 

The third factor is that space for the absorption of this urban influx 
was to be found in adequate amounts only at the fringes of already 
urban and urbanized areas, usually where few, if any, ‘urban utilities 
and facilities were located, and for the most part outside the corporate 
limits of the ceneral cities in rural and semirural jurisdictions ill pre- 
yared financially or governmentally to cope with rapid urban growth. 
Ccaieesing use of the automobile as a means of transportation has 
further aggravated the land and facilities problem by permitting a 
much looser scatteration of population than had been possible in the 
ast. 

The problem then has been generated by three elements: high birth- 

rate and family formation, concentration of population in metropoli- 
tan areas, and the rate of speed with which these phenomena have 
occurred. 

How do the happenings just recited affect the problems of obtaining 

residential building sites? During the past decade or so we have been 
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appropriating land for urban purposes at a rate of well over a million 
acres per year. While some of this land has been overdeveloped, much 
of it has been inefficiently, or only partially, utilized, a “filling in” 
process in the latter areas inevitably occurs. Robinson Newcomb, in 
an analysis of population growth and resulting land requirements, 
states that the net demand for housing may not grow in the next decade 
as much as it has grown in the past decade.’ He bases this statement 
on the decreasing trend in family and household formations, a similar 
trend in the number of households between the ages of 30 and 45, the 
increasing number of older households between the ages of 55 and 
over, and the increasing trend toward the permanent use of such hous- 
ing accommodations as the “mobile home.” He concludes that our 
demand for raw land during the next decade may be reduced 20 to 30 
percent below the levels required in the one just past. 

Be that as it may, we still have not solved the problems created 
during the forties and fifties, and we have given almost no considera- 
tion to the appropriateness of the land being used for residential devel- 
opment in terms of its highest and best use for other purposes; 1. e., 
food production, for example. Decisions have been based largely on 
the expediency of the moment rather than long-term implications. 

Thus, faced with the demand for housing accommodations, devel- 
opers have been forced to pay ever increasing premiums for raw land. 
Faced with mounting financial pressures and the preemption of tax 
moneys by State and Federal Governments, municipalities have been 
requiring the developer to assume more and more of the costs of com- 
modity facilities, many of which heretofore had been considered solely 
as a municipal responsibility. Finding this not too difficult during the 
period of high market demand, municipalities have been increasing 
their requirements and specifications without assuming any of the 
financial burden of development directly. Caught between the increas- 
ing costs of manufacturing home sites and the market, the developer 
has had to get his profit out of the house and trade dollars on his 
developed site.? 

This condition has to my mind been a major cause in our dilemma 
of producing building sites. It is compounded by the fact that the 
FHA and other lending and insuring agencies have never recognized 
in their valuations the increasing costs of land and land development, 
including in many cases the required dedication of park, school, and 
other public uses; installation of oversized utilities, central water 
supply systems and sewage disposal plants. These are all costs which, 
if required from the developer, must be necessarily reflected in the 
final cost of the project. Lending agencies, by and large, have been 
preoccupied primarily with the housing accommodation per se. This 
condition has in many instances resulted in inferior site planning, 
inefficient land use, “site jumping” to get beyond local regulations, 
scattered isolated, and spotty developments and other undesirable 
forms, without the amenities of schools, recreation space, shopping, 
and other facilities which are essential to modern integrated com- 
munity development. Federal policy with regard to capital gains 
and related tax considerations have also been a factor. 


“Are Urban Land Pressures Easing?’ Urban Land, May 1958. 
* Tech. Bulls. 27 and 32, Urban Land Institute. 
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How can this situation be remedied, or at least alleviated? A par- 
tial solution would be for the communities throughout the country 
to take a more realistic view regarding their requirements and to 
develop a better understanding of the economics of producing resi- 
dential building sites from raw land. This should also include a better 
realization on their part of what constitutes their community obliga- 
tions in terms of furnishing utilities and facilities. 

The most important approach it seems to me, from the standpoint 
of Federal programs, would be to permit within the present lending 
and insuring structure at least the same recognition of all of the costs 
that may go into the “manufacture” of a building site as has been 
extended to the house itself. The developer is faced with widely 
different sets of physical variables in different tracts of land he may 
be developing, and different physical conditions within the same tract. 
Unless he can “average out” these variables, which directly affect costs, 
he is in a difficult position economically. This condition has been 
the major stumbling block to the developer whose principal interest 
is in producing building sites as contrasted with the building of struc- 
tures thereon. If we can make it as attractive for a land developer to 
produce building sites in quantity with all of the necessary amenities 
which can be “wholesaled” to builders for the construction of houses, 
apartments, and so forth; we will, to my mind, greatly improve the 
technique of home building and create a climate wherein much more 
adequate and satisfactory integrated community development can take 
place than has been the case heretofore. 

Every encouragement should also be given to the smaller developers 
to pool their resources in order to produce complete and integrated 
neighborhoods rather than the scatteration which is so prevalent. Be- 
cause of the financial problems they have had to face, we have at 
present only a minute number of land developers who have the finan- 
cial resources or backing—or who can obtain them—to manufacture 
the kind of developments that they and the public at large are seeking. 

I feel that any Federal program which will integrate into its in- 
suring and lending policy a fuller recognition of the variable costs 
involved in the development of land will go a long way in helping 
to solve the adequate production of building sites to accommodate 
the surge of population expected to be produced in the middle and 
late sixties by the babies of World War IT. 

In this process I think we should not overlook the possibility of a 
trend toward multifamily living in close-in areas, which can be brought 
about through urban renewal and may be a significant factor in view 
of our increasing percentage of older age groups, as well as the newly 
formed households of the younger group. 
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FARM HOUSING 


E. V. SMITH, Dean, School of Agriculture and Director, Agricultural Experi- 
ment Station, Alabama Polytechnic Institute, Auburn, Ala. 


Because of the large number of substandard farm homes in our 
Southeastern States, our institution has long been interested in the 
problem and in means of alleviating it. 

Our function is research on agricultural and related problems. As 
a consequence, my answers to the questions raised may be more de- 
limited and I may feel a greater reticence to express my personal opin- 
ion than might be the case if I were answering solely on the basis of 
my interest in the problem of inadequate farm housing. 

Now, I shall address myself to the questions which read as follows: 


What should be done to increase the supply of standard 
shelter for underhoused farm families? 

What should be done to provide a source of housing credit 
adequate to meet the needs of farm families who are poten- 
tial purchasers or renters of privately owned standard hous- 
ing but whose incomes are not high enough to permit their 
participation in existing markets for such housing? 


We could answer both of these questions more positively if we knew 
more about the causes of substandard housing. Many people have 
simply pointed to low farm income and said that little can be done to 
improve farm housing until the farm income situation is improved. 
Others have pointed to the fact that the farm home and the farmstead 
are considered as an entity to a far greater extent than are the home 
and business in any other segment of our economy; as a consequence, 
the farm home seems to be less competitive for funds needed for home 
improvement. 

Our own experience has suggested that skilled building artisans are 
not as sean to many rural home builders as to the average urban 
dweller. This has raised such questions as to whether or not plans 
and specifications are available that are adapted to the needs of rural 
residents and as to whether they could be simplified to the point that 
they could be more readily interpreted by available artisans in rural 
areas. The question has also been raised as to whether codes designed 
for urban development are applicable to rural conditions. Finally, 
the question is frequently raised as to whether lending institutions, 
whose experience lies largely in the field of urban development, have 
the interest, the experience, and the authorization to finance farm 
construction. 

Most of these questions and observations are speculative in nature. 
An expanded research program could do much to provide more posi- 
tive answers to the questions as propounded. 

Agricultural research agencies, both State and Federal, are in- 
terested in the problems of farm housing. The funds available for 
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the support of research in this area, however, are inadequate to pro- 
vide the backlog of needed information as quickly as we might desire. 

Among the first new projects undertaken by the State experiment 
stations, with USDA cooperation, after the passage of the Research 
and Marketing Act of 1946, were surveys dealing with the physical 
status of rural housing and the homemaker’s ideas as to the space, 
arrangement, and utilities that she would want in a new or renovated 
home. A cooperative regional study was conducted in each of the 
four regions of the country by home economists of the State experi- 
ment stations, with the cooperation of the Bureau of Human Nutri- 
tion and Home Economics. 

The results of these studies were published as regional bulletins. A 
copy of Southern Cooperative Series Bulletin No. 14, from the south- 
ern region, is appended as exhibit A. These studies gave a good in- 
dication of the status of rural houses during the late 1940's and early 
1950’s. The predictive value of the studies were limited by the prob- 
ability that they were an expression of the homemaker’s experience 

rather than of her proven need. These studies did not strike at the 
heart of how needed improvements could be financed nor at the ade- 
quacy or inadequacy of credit. 

The next phase of the rural housing study was also cooperative and 
regional in nature. Engineers and home economists, and in some in- 
stances architects, cooperated in physical research. Space require- 
ments and arrangements for various activity areas, simplified con- 
struction methods, and use of native materials were among the factors 
studied. The inadequacy of funds available became acute when physi- 
cal research was undertaken. 

An example of the results of one phase of the cooperative physical 
research is recorded in Progress Report No. 66 of the API Agricul- 
tural Experiment Station entitled “Design for a Low-Cost Farm 
House.” A copy of this report is attached as exhibit B. 

The last paragraph of the exhibit raises such questions, indirectly, 
as to whether the same codes and structure requirements need be ap- 
plicable to rural and urban construction. The research report does 
not attempt to answer the questions; neither does it investigate the 
type nor availability of credit after having proposed a low cost de- 
sign. 

As I have read the record, it has seemed to me that members of the 
housing subcommittees of the Senate and House have felt that the 
housing acts have not provided the same opportunity and incentive 
for rural home construction and improvement as for urban dwellings. 
It has seemed that they have felt that rural people have not been given 
the same opportunity to improve their living conditions as have their 
city cousins, irrespective of whether the latter have borrowed to build 
sumptuous single family units or have moved into low-cost, rental mul- 
tiple units. 

Consequently, section 603 of the Housing Act of 1957 made a small 
appropriation to the Housing and Home Finance Agency and auth- 
orized the agency to make grants to the State experiment stations 
for farm housing research. Recognizing the inadequacy of our 
knowledge concerning limitations that credit facilities and credit in- 
stitutional organization may place on farm housing improvement, an 
advisory committee recommended that the agency use the appropria- 
tion for support of research in the general area. 
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A national committee of agricultural economists, represnting the 
four regions of the country, considered the need and developed a re- 
search proposal. Since the funds available to support the research 
were inadequate for a national project, it was recommended that an 
intensive study be undertaken in the region of greatest need with 
pilot studies in two other regions. It was agreed that the Southeast 
had the poorest rural housing as a general rule; consequently, the 
agricultural experiment station of the Alabama I -olytechnic Institute 
was assigned the major study with associated pilot studies being under- 
taken by the experiment stations of the University of Illinois and 
Colorado State University. 

This research will be undertaken in three phases. In the first phase, 
a study of the housing of rural residents will be made in an effort to 
determine (a) current condition of housing for various income groups, 
family sizes, ete., (>) needs for housing, (c) attitudes toward making 
needed improv ements, (d) attitudes toward and ability to use credit 
to make needed improvements and (e) extent to which lack of credit 
facilities is preventing needed improvements from being made. 

The second phase will deal with lending agencies that operate in 
the field of rural housing financing. This study will include (@) an 
evaluation of credit facilities for rural housing, (2) extent to which 
rural people are using available credit, (c¢) legal and other restric- 
tions on credit for farm housing, and (d@) attitude and ability of lend- 
ing institutions to meet credit needs. 

The third phase will consist of an evaluation of the results obtained 
in the first two phases which will be reported to the Housing and 
Home Finance Agency. This report, which will be completed by 
June 30, 1960, is expected to form the basis for a recommendation to 
the Congress by that agency. 

When the study is complete, we should have a better basis for 
answering the questions : 


What should be done to increase the supply of standard 
shelter for underhoused farm families ? 

What should be done to provide a source of housing credit 
adequate to meet the needs of farm families who are potential 
purchasers or renters of privately owned standard housing 
but whose incomes are not high enough to permit their par- 
ticipation in existing markets for such housing? 


Even then, we should recognize certain limitations in the results. 
The credit study will apply in detail to the problems of one geographic 
region, the southeastern cotton and tobacco area, with control study 
results for the corn area of the Midwest and the wheat region of the 
West. Furthermore, the study would have been more meaningful if 
a concurrently expanded program of physical research could have been 
undertaken. 

In the meantime, thousands of farm families are living in sub- 
standard houses. As the Congress could not wait for completed re- 
search on city planning nor for all city folks to reach the state of eco- 
nomic affluence where all could own homes before providing for urban 
renewal, perhaps the Congress cannot wait for the results of the above- 
mentioned research before offering a broadened plan for financing im- 
provements in rural housing. 








SUPPLY OF DWELLINGS FOR UNDERHOUSED FARM 
FAMILIES 


Department of Agriculture 
The following is submitted in response to the question : 


What should be done to increase the supply of standard 
dwellings for underhoused farm families? 


This raises the further question of whether the term “farm fami- 
lies” encompasses all families living in rural areas or whether it ex- 
cludes those persons living in what are generally recognized as rural 
residences. 

Various definitions of what constitutes a farm have been developed 
from time to time for various purposes. Title V of the Housing Act 
of 1949, for example, defines a farm as one or more tracts of land in 
agricultural production which will produce at least $400 worth of farm 
commodities for sale and home use, based on 1944 prices. The general 
concept of “farm families” as those who do at least a minimum amount 
of farming is one that in practice has been found to be workable. This 
discussion will be based on the concept embodied in the Housing Act 
of 1949; therefore, those families who merely want to live in the 
country without actually farming are not within the scope of this 
statement. 

An analysis of the reasons why some farm families are underhoused 
would reveal a variety of causes but most significant, probably, would 
be the lack of sufficient income, savings or credit to finance ene 
housing. This situation, in turn, might be caused by a number of 
related factors such as inadequate income of the farm family, either 
from farm or nonfarm sources; competition for use of net income with 
the result that it is used primarily for reinvestment in the farming 
business; or more stringent loan requirements if the funds are to be 
used for home construction or improvement. 

The question of how to beset use net income is particularly acute 
with families with moderate income, especially if they are endeavoring 
to expand the size of their farm business. Income-producing invest- 
ments usually have first claim on a farmer’s net income. In fact, for 
a beginning farm family to set aside a substantial portion of its net 
income for housing may involve jeopardizing the farming business. 

Poor housing in rural areas is as much a burden on the family and 
the community as poor housing in cities. Because the inadequate 
houses on farms are scattered over the countryside, the need for better 
housing is less conspicuous than the slums in our urban centers. The 
families living in these comparatively isolated homes on farms are just 
as uncomfortable and suffer the same hardships as those living in in- 
adequate shelter in urban centers. 

As poor housing environments differ in the cities from those on 
farms, the solutions to the problems also differ. The farmhouse is not 
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an entity in itself, but an integral part of the farm business. The 
farm business, in turn, provides at least part of the income the family 
has to spend on housing and provides the security for a loan for home 
construction or improv vement if the farm alre: ady is not too heavily 
mortgaged. 

Inac ity, the place where a man lives generally is separate and apart 
from his place of business or employment. He does not need to 
mortgage his means of making his living to obtain a loan to build 
or improve his home, whereas a farm family must do that. Some 
farm families are reluctant to borrow to improve their housing for 
fear of losing their farm and source of income. If a person living 
in a city wants a different home, he shops for it. A farmer, however, 
because his home is fixed on his farm, must shop for a plan rather 
than a completed house. 

Substandard farm housing generally is a symptom of low income. 
Approaches to the problem of increasing the supply of standard shelter 
for underhoused farm families must be directed not only toward im- 
proving the home itself but also toward increasing the income level 
of the farm family to the point where it can afford better housing, 
either on the farm or elsewhere. 

To increase the family’s income so that it can afford better housing 
frequently requires the enlargement of the farm or development of 
the farm business; or, in some cases, the acquisition of a new farm. 
Those, both in and out of the Government, who advise farm families 
on improving their housing should have available not only the latest 
results of farm-management research but also should encourage farm 
families to thoroughly analyze their business operations. In many 
areas where shortage of income is the reason why the family is living 
in substandard housing, this shortage of income frequently can be 
compe onsated for by off-farm employment. 

Research, education, and credit, the usually suggested approaches 
to problems associated with inadequate housing, are still basic. Each, 
however, should be reexamined with a view to including in its scope, 
appraisals of the problem of inadequately housed farm families. 

Continued research in the technical aspects of designing and con- 
struction is needed, including not only the adaptation of techno- 
logical progress in homebuilding to the home itself, but also to farm 
service buildings. The conversion of thousands of obsolete dairy 
barns to present-day systems of dairying is an example of a real chal- 
lenge to our State colleges, building-material m: anufacturers and 
suppliers, and the Department of Agri iculture. The further devel 
opment of functional and flexible farm service buildings that can 

sadily be converted to meet the changing needs of our agriculture 
and enable the farm family to utilize its labor and land resources 
profitably to realize sufficient income to pay for better housing would 
be helpful in many instances. 

Other fields that need further investigation include research in the 
use of new building materials, standardization of design and dimen- 
sions of building material and home equipment, practical methods of 
remodeling old farm houses, investment experiences of lenders who 
have been active in the farm-building field and lending practices, in- 
cluding fund control and supervision, designed to assure that Ineders 
who advance funds will obtain adequate security for their loans. 
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Conveying the practical results of research to farm families, lenders, 
building material suppliers, and others is an educational challenge 
to both industry and Government. The improved communications 
today—radio, television, newspapers, magazines—all are widespread 
mediums for bringing to farm families the results of private and gov- 
ernmental research. To be most effective with farm families now 
living in substandard housing, technical advice needs to be available 
on an individual case basis. The building industry has made marked 
progress in furnishing this type of service to farm families. Addi- 
tional service is needed, however, particularly in connection with the 
repair and modernization of farm homes and service buildings. 

To improve, remodel, repair or construct a farm home requires 
money. From the standpoint of the farmer, this means income, sav- 
ings orcredit. 'Those farmers who, if they need to borrow, can qualify 
for credit from conventional sources, generally do not have major 
budget problems. The real problem, however, is faced by the family 
who wants to improve its home but is without sufficient income or 
assets to qualify for a loan from conventional sources. 

The Department of Agriculture has had extensive experience in 
extending financial assistance to farm families to improve their hous- 
ing. Under title V of the Housing Act of 1949, approximately 30,000 
loans, totaling $170 million have been made. Three-fourths of this 
money went for farm homes. In addition, under title 1 of the Bank- 
head-Jones Farm Tenant Act, as amended, this Department has made 
almost 85,000 loans and, of these, 78,000 included new dwellings or 
the improvement of existing dwellings. All of these loans were made 
to persons who could not finance their homes with loans from private 
or cooperative sources. 

The Government’s activity in providing farm housing credit 
extends beyond providing opportunities to those families who cannot 
qualify for credit from other sources to obtain loans for housing pur- 
poses. The demonstration in farm housing financing now being car- 
ried on by the Department is based on loan making techniques of 
planning, inspections, and fund controls which reduce the risk during 
the construction period and suggests methods that private and coop- 
erative lenders could adopt to safely expand their lending activities 
for farm housing purposes. 





B. Financing 


FINANCING THE HOUSING MARKET OF THE SIXTIES ‘* 


DR. DAVID L. GROVE, Economist, Bank of America National Trust and 
Savings Association, San Francisco, Calif. 


This paper is submitted with reference to the following questions: 


What was the dollar volume of capital funds potentially 
available for mortgage credit on new residential construction 
in each of the years 1948-57? How much of this potential 
amount was actually so used in each year? What factors 
account for the percentage variation from year to year? To 
what extent should this percentage be increased during the 
period 1961-70? 

What are the prospects for increasing the pool of credit 
available for new residential construction during the period 
1961-1970? 


Despite the observation of some suspicious observers that 1958 is 
the 13th year of the postwar housing boom, we find this recession- 
scarred year boasting some $17.5 billion in residential construction—a 
mark bettered only by 1955 and 1956, even in constant dollar terms. 
We find, too, the nearly universal feeling that more is yet to come, 
as the post w ar baby boom begins to be translated, by 1965, into a tre- 
mendous marriage boom, and concurrently into a heavy demand for 
housing and all the accompanying appliances. 

In recent years, however, some questions have arisen concerning 
the long-continued housing boom—not, of course, about the capacity 
of the economy to house the American people, but rather about its 
ability to do so at reasonable prices and its ability to supply the sav- 
ings needed for the financing of home buyers. ‘Housing prices, for 
instance, have risen over the past decade about twice as fast as the 

rices of other items. Ignoring for the moment the problem of rising 
nuilding costs and prices, which is more directly a function of the 
technology of the industry, let us consider the recent trend in the 
financing of this industry. 

No very accurate estimate can be made of the funds which have 
been available for mortgage credit on new construction in the period 
1948-57 for the reason that capital funds can be shifted from one use 
to another with some ease, depending on the relative attractiveness 
of the alternatives. Moreover, it must be recognized that there is no 
clear distinction between funds available for new construction and 
those available for financing existing units. Even though the focus 
here is on money available for new construction, it is almost futile 
to try to analyze this as a thing apart. 


1The views expressed in this paper are the potsene? views of the author and should not 


be regarded as reflecting those of the institution with which he is associated. 
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It is customary to define the credit pool available for mortgage 
financing in terms of the funds at the disposal of the major institu- 
tional mortgage lenders. This seems to be the best working definition, 
even though it ignores certain private and Government lenders whose 
importance in the total currently is small, and even though it takes no 
note of the possibility that funds held elsewhere can be diverted to 
mortgages. The possibility of shifting funds is especially important. 
If there should develop a sufliciently compelling demand for mortgage 
funds so that mortgage interest rates rose relative to other rates, this 
would be expected not Fonly to induc e the traditional lenders to increase 
the share of their funds allocated to mortgages but also to permit them 
to compete more effectively in attracting loanable funds; in addition, 
it would invite the entry of other sources of funds into the mortgage 
market. 

As an approximation, however, let the pool of credit available for 
residentis ul financing be de fined to inc lude individual savings mn the 
form oO} life -in SUTANCE TESETVES and Sav ings accounts at sav ings ASSOC ta- 
tions, commercial banks, mutual savings banks, and credit unions. 
On this basis, it appears that the total has increased by 80 percent 
over the past decade (see table 86, p. 188). The annual additions to 
this pool have varied Puppeahons the decade, ranging between 2.7 and 
5.3 percent of personal disposable income. The postwar restocking 
boom, the Korean buying spree, and then the 1955 consumer boom, all 
tended to depress the ratio of sav ‘ings, but in the other years of the 
decade impressive increases in savings were recorded. 

In contrast to the 80-percent rise in the available supply of funds 
(as defined above), mortgage debt on nonfarm residential properties 
more than trebled in the years 1948-57. In consequence, the ratio of 
mortgage debt to the mortgage credit pool climbed from roughly one 
third to over one half—and thereby approached the peak of 0.62 
reached in the late 1920’s, when portfolios apparently were saturated 
with mortgages (see table 86, p. 188). For some of the years in the 
period 1948-57, the rise in mortgage debt exceeded the additions to the 
pool of available funds, indicating that some funds had to be shifted 
from other uses in order to supply the mortgage demand. For the 
entire period, growth in mortgage debt amounted to 81 percent of total 
additions to the pool of credit, but in the last 5 years of the period it 
averaged only 74 percent, in contrast to the very high 93 percent share 
for the first 5 years. Clearly, this phenomenon of a faster rate of 
growth of mortgage debt than of available funds cannot continue in- 
definitely into the future; to do so would create intolerably ur nbalanced 
portfolios and, in any event, the expansion eventually would reach 
an absolute limit by exhausting the pool of funds. 

Several factors in addition to the large number of units being 
financed have combined to increase the demand for mortgage debt. 
For one thing, there has been a vast increase in demand for mortgage 
funds resulting from the historical decline in downpayment require- 
ments; prior to World War I, equity funds constituted about one 
half of the funds used for new residential construction, but by recent 
years this proportion had fallen to one quarter. In addition, the 
lengthening of mortgage repayment periods has added to the volume 
of outstandings. W hereas loans of 10 years or less were the norm dur- 
ing the 1920's, conventional mortgages as long as 20 years now are 
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common, while the average term of FHA mortgages made on new 
houses during 1956 was over 25 years. The average loan amount also 
has risen sharply in the postwar period in consequence of lower equities 
and much higher selling prices. In the 2-year span, 1954-56, the 
median selling price of new houses jumped 18 percent, while, until 
1955, ever lower downpayments were the rule. The net result of all 
of these factors is that a given volume of funds committed to mort- 
gages will now finance fewer home purchases over a given period of 
time. 

While the foregoing explains the vast increase in demand for mort- 
gage money, the share of the pool which is invested in mortgages, and 
to some extent the size of the pool as well, has been influenced by the 
availability and attractiveness of other outlets for investment funds. 
During 1954 and 1958, for instance, other demands for funds were 
relatively low, and savings institutions actively sought out mortgage 
investments. During 1956 and 1957, however, the heavy demand 
from other sectors allowed institutions to be more selective about 
investments and caused them to turn away from relatively illiquid 
and relatively low-yielding residential mortgages. The flow of funds 
from the credit pool into residential financing also reflects to some 
extent the changing pattern of distribution of savings among the 

various savings institutions. For instance, the growth of savings at 
savings and loan associations amounted to only about about one-third 
of the flow of savings to life insurance companies at the beginning of 
the decade, but overtook it by the end of the period—an important 
shift, since almost all savings and loan funds go into mortgages, while 
roughly only one-third of life insurance funds currently are invested 
in that field. 

We have encountered, then, a situation in which there has been a 
vastly greater rate of increase in the demand for mortgage funds than 
in the overall pool of investment funds “available” for mortgages, 
reflecting a higher volume of housing starts, higher prices, the sharp 
rise in the average amounts of new loans, and also the slower repay- 
ment of such loans. Consequently, a legitimate question arises con- 
cerning the possibility that shortages of mortgage funds might cause 
a setback to the housing industry should such a situation continue 
into the second decade of the postwar housing boom. In attempting 
to answer the question here, we will investigate the “prospects for in- 
creasing the pool of credit available” for mortgages in the coming 
period. The demand for mortgage financing, however, will affect not 
only the share of the available pool of funds used for mortgages but 
the very size of the pool itself. Therefore, we must evaluate a key 
element in the need for financing; that is, the expected future demand 
for new housing. 

An analysis of the housing market naturally begins with an analysis 
of the number of households. Households are constantly being formed 
and extinguished, but it is the net change in their numbers (“net 
household formations”) which is relevant to the demand for new 
dwelling units. 

There are two major forces affecting the number of households: 
(1) Demographic factors (the number and age distribution of the 
population), which directly affect the number ‘of persons coming of 
marriageable age, the death rate, and the number of people in the 
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age groups from which households are customarily formed, and (2) 
the level of real income, which affects the marriage age and the extent 
to which young and old may live apart. 

The importance of the number of persons in the household-forma- 
tion age group is too obvious to deserve comment. In many respects, 
however, income is just as crucial; high income stimulates migration, 
it encourages marriage, and it promotes undoubling by making it 
possible for many “marginal” individuals and families to maintain 
separate households. Thus, the sustained period of high income which 
the nation has enjoyed since World War II has been responsible for 
wiping out a backlog of deferred marriages, for lowering the marriage 
age, and for increasing the number of so-called “nonnormal” house- 
holds, which in the recent past have comprised 40 to 50 percent of 
net household formations. Because these sources have been tapped 
during the postwar period, continued high income is not likely to 
accelerate the present rate of houehold formation, but a sharp drop 
in income could reduce the rate through marriage deferrals and could 
cause many “nonnormal” households to disappear through redoubling. 

The number of households may be affected by a host of other fac- 
tors, including the relative prices of housing and other goods, changes 
in taste, credit availability, and the public’s asset position. However, 
in most cases these effects are remote; such factors, in other words, 
bear more directly on the quality of accommodation demanded than 
on the decision to seek separate quarters. In fact, these factors also 
appear to be secondary in importance to income in regard to the quality 
of units—their space, condition, style, and convenience. For instance, 
average value per unit may be expected to rise as real income rises, 
giving income a significance for mortgage lending apart from its 
effect on the number of households. We should remember, however, 
that this increase is not proportional; as a person’s real income rises, 
the share which he spends on housing tends to decline. 

We have seen that the number of net household formations deter- 
mines the total change in demand for dwelling units. However, the 
number of newly constructed units may differ from net household 
formations. The market can adjust to a change in the number of 
households through the expansion or absorption of vacancies, the 
number of demolitions, and the creation of additional units through 
conversion of existing houses, as well as through new construction. 
The amount of new building required can be expressed as equal to 
the net increase in households, plus net change in vacancies, plus 
demolitions, less net conversions. 

Demolitions are affected by a host of factors—many of them being 
noneconomic in nature, such as the effect of urban renewal and high- 
way building programs. Conversions are to some extent a substitute 
for new starts. They were particularly important during the depres- 
sion, war, and immediate postwar years when new construction was 
down, either because of depressed demand or because materials were 
in short supply. These conditions are not likely to be duplicated in 
the foreseeable future. Hence we can concentrate on the influence 
of new construction and changes in vacancy rates on the total demand 
for housing. 

Construction of new dwelling units may take place in the face of 
rising vacancies but, if it is to exceed household formations, it can do 
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so only because new houses are preferred to vacant existing units. 
There are several apparent reasons for this preference for new con- 
struction. One factor is comparative terms. In recent years permis- 
sible downpayments and length of amortization period have been 
more stringent on older houses, and thus it has been easier to gain 
access to new housing. A second factor is comparative price. In 
the seller’s market of the postwar period, used house prices often have 
failed to reflect the age of the structure, giving rise to a preference 
for new construction. A third factor is ‘the change in the public’s 
taste for housing. This too has favored new construction, since a 
shift apparently ‘has occurred in favor of new suburban single-family 
dwellings as against older urban multiunit dwellings. 

In attempting to apply all these considerations to the housing mar- 
ket of the 1960°s, we are forced to break the decade into 2 parts bee ause 
of the differential impact of household formations in the 2 halves of 
the decade. Certainly the rise in this key figure, from an annual 

rate of 800,000 in the early part of the dec ade to over 1 million in 

the latter part, indicates a strong rise in housing demand from the 
first to the second of these subperi iods. Housing ‘demand in the first 
half of the 1960’s, as during the current doldrums in household for- 
mations, will depend to a great extent on demolitions, migration (off 
the farm, out of the city, and toward California), upgrading result- 
ing from improvements in income prospects, and (hopefully) greater 
stabilization of housing costs. During the late 1960’s, however, we 
can expect demand to be spurred by the jump in new households. 

In the light of all these factors, it is quite likely that the first half 
of the decade will generate an average annual demand of 1.2 million 
nonfarm starts, and the late 1960’s an average demand of 1.4 million 
starts. Assuming a continuation of the upgrading phenomenon seen 
throughout the postwar era, we can expect new housing demand to 
average roughly $21-billion in the first half of the decade and roughly 
$26 billion in the second half of the decade, as compared with $17.5 
billion in 1958. The demand may be cut short, of course, if the costs 
of land, site development, and construction continue to rise far faster 
than increases in income. The result in that contingency would be a 
shift toward rental housing construction and also toward a different 
type of financing situation. 

Assuming, however, that housing costs can be kept within bounds, 
and that demand of the magnitude indicated will develop, we must 
now ask whether there will be a “pool of credit mail for new 
residential construction” of comparable magnitude. Actually, two 
questions must be answered: (1) How much will be available in the 
total pool of savings? and (2) how much will be channeled into new 
residential mortgages? To simplify the discussion, we will assume 
that average maturities and percentage downpayments will not 
change much, if at all, during the period, and that the ratio of in- 
crease in mortgage debt to the value of new residential construction 
is unchanged. 

First, let us consider the basic source of mortgage funds; that is, 
personal savings. By definition, these savings are the difference be- 
tween the disposable personal income (i. e., personal income after in- 
come-tax payments) of the more than 50 million spending units in our 
economy, and the amount spent by those families and individuals for 
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goods and services. Financial institutions exist to mobilize the sav- 
ings of those millions of consumers, whose savings individually 
fluctuate widely, in line with shifts in the owner’s fortunes and de- 
sires. Such institutions are able to impart a measure of stability to 
the flow of savings by taking advantage of the fact that consumers 
as a whole behave in a more stable fashion than they do as individuals. 

However, we must remember that total savings register wide 
fluctuations also. Savings—except for debt repayments and other 
contractual savings—are largely a residual and are thus dependent 
on the many factors that govern spending decisions. The general 
health of the economy, m: anifested especially in the level of employ- 
ment and wages, determines the level of income, while this factor 
and others besides—notably the desire to maintain a certain standard 
of living through thick and thin—determine the level of consumer 
spending. The bulk of s savings is the unplanned result of these di- 
verse pressures. ‘onsequently, we see consumers saving at very much 
different rates at different points of the business cycle, depite a gen- 
eral tendency to save between 4 and 8 percent of income. For in- 
stance, savings amounted to 25 percent of disposable income in 1943 
and 1945, when consumers would not or could not spend all of their 
vastly inflated incomes; in contrast, in the depression years 1932-33, 
consumers actually spent more than they earned, in an effort to main- 
tain customary living standards. 

Despite cyclical instability in total personal savings, we have seen 
Jong-term stability in the average savings-income ratio, notwith- 
standing many changes in the Nation’s economic structure, financial 
organization, and socioeconomic attitudes. This fact suggests that 
the actual volume of s savings will grow apace with the economy in the 
coming decade, and the fact of smaller fluctations in postwar business 
cycles suggests that savings will flow relatively evenly into the pool 
of credit available for residential construction. Thus, the future size 
of the pool of credit available for residential mortgages is Jargely a 
function of the growth of GNP. 

True enough, changes could be instituted (in tax laws, for example) 
which might favor increased saving, thereby increasing the size of 
the pool within a given size of aggregate income. Also, legal changes 
and Government pressure might be brought into play to shift capital 
funds into the pool from which mortgage credit is drawn, or the Gov- 
ernment could provide funds directly. On the assumption that no 
such changes are contemplated and that the market is to be allowed 
to play its role as an allocator of resources, the size of the pool will 
depend on the growth of income and on the ability of the institutions 
providing mortgage credit to compete with others for funds. I believe 
that such institutions should be able to attract the necessary funds, 
and, if mortgages provide a satisfactory investment outlet, theses insti- 
tuitions will employ a large enough share of their funds for this pur- 
pose to meet the forecasted demand. This matching of the supply and 
the forecasted demand for mortgage funds is not likely to be achieved, 
however, without greater flexibility of mortgage interest rates, easing 
of restrictions on some types of lenders, and the entry of new sources 
of funds. 

If the growth of GNP (in 1958 dollars) comes up to expect: tions, 
reaching a figure of about $575 billion by 1965 and $675 billion by 


ge neneraRIERNPREETEEE 


A 





1970, 
avera 
mort; 
shoul 
woul 
To 
at ro 
must 
mort 
1948 
OU pe 
peric 
the 1 
spec! 
for 1 
inere 
furt! 
of tl 
for : 
mor’ 
T 
savl 
iner 
full 
stru 
Incr 
will 
poo 
A 
side 
sug: 
sion 
bill 
rais 
it W 
of $ 
oth: 
tlor 
con 
poo 
ma 
upt 
I 
sav 
as 
exa 
rist 
bil 
the 
to | 


me 
fu 
str 


of 





to 


T's 


de 
er 
nt 
‘al 


y= 


rd 


er 


ch 
n- 
n- 
43 
ir 
© 


IOs 


in- 
en 


ial 
Lat 
he 
ass 
0] 
[Ze 


STUDY OF MORTGAGE CREDIT 185 


1970, and if the ratio of personal savings to disposable personal income 
averages around 7 percent, the total “pool” of credit available for 
mortgage lending, by the definition established earlier in this paper, 
should be about $352 billion in 1965 and $457 billion by 1970. This 
would indicate an increase of $193 billion for the 1960-70 period. 

Total new residential construction for the same period is estimated 
at roughly $235 billion. Of course not all of the new construction 
must be financed by additions to the pool, for payoffs on existing 
mortgages will provide funds for new loans. During the years 
1948-57, growth in the amount of residential mortgage debt was only 
60 percent of the value of new construction in the same years. ‘This 
period witnessed much of the extension of amortization periods and 
the reduction of downpayments previously referred to. Since these 
special factors are unlikely to provide the same impetus to the demand 
for mortgage funds in the future, it seems unlikely that the ratio of 
increase in mortgage debt to the value of new construction will rise 
further, and there is some hope that it may fall. Using 60 percent 
of the value of new construction as a rough estimate of the demand 
for added mortgage funds yields a figure of $141 billion of additional 
mortgage funds needed for the years 1960-70. 

Thus, while the expected increase in the size of the “pool” of 
savings available for residential mortgages will more than match the 
increased demand, the margin appears uncomfortably thin. If the 
full volume of mortgage funds implied by the estimate for new con- 
struction is to be met, mortgages must claim about 73 percent of the 
increase in the “pool of funds available” for this purpose. The result 
will be an unprecedentedly high share (nearly 65 percent) of the total 
pool of funds invested in mortgages. 

An escape from this impasse can be provided if funds not now con- 
sidered part of the pool are made available. One possible source which 
suggests itself is the growing volume of reserves held by private pen- 
sion plans. These reserves could easily increase by as much as $30 
billion, in 1960-70, as the plans spread and their benefit levels are 
raised. Ifa significant share of this money is invested in mortgages, 
it will go far to ease the pressure for mortgage funds. The addition 
of $30 billion of pension reserves to the mortgage credit pool, with all 
other factors constant, would mean that only 63 percent of total addi- 
tions to the credit pool would be required to finance anticipated new 
construction, and the ratio of total mortgage debt to the size of the 
pool could be held under 60 percent. Whether these reserves will be 
made part of the pool of credit available for mortgage lending depends 
upon the relative attractiveness of other alternatives. 

Let us turn then to the factors which influence the allocation of 
savings between mortgages and other alternative uses for funds, such 
as the securities of corporations and governmental agencies. For 
example, what forces last year determined that mortgage debt would 
rise by $10 billion, while long-term corporate debt was rising by $9 
billion and total public debt was increasing $3 billion? Obviously, 
the allocation of funds among these alternative uses of savings depends 
to a certain extent upon the capital demands of industry and Govern- 
ment—just as it depends upon the underlying demand for mortgage 
funds—but other factors, namely monetary policy and the institutional 
structure of the mortgage market, also influence the direction of flow 
of savings into investments. 
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The allocation of funds is strongly dependent on comparative inter- 
est rates, since investors seek investments yielding the most attractive 
return when confronted with outlets of reasonably comparable qual- 
ity. ‘This would help account for the postwar shift of funds fouls 
Government securities into mortgages, and also for the 1956-57 shift of 
funds away from the Government- supported end of the housing 
market. The relative liquidity of assets is another consider ation, 
although this is more important for commercial banks than for some 
other investors. The degree of risk also plays an important role ; since 
every credit institution maintains some sort of criterion with respect 
to the maximum acceptable ratio of its risk assets to its capital funds, 
there is a limit to its acquisition of debt instruments other than Gov- 
ernment securities or Government-guaranteed mortgages. Finally, 
traditional or legal ratios in the composition of assets also affect the 
investment policies of institutions, especially when such proportions 
are prescribed by law. 

The general controls wielded by the Federal Reserve System—open 
market operations, changes in reserve requirements and alteration of 

the discount rate—may affect the allocation of funds among alternative 
uses because of the differences i in the relative sensitivity of such alterna- 
tive uses to changes in money rates and in the availability of credit. 
The mortgage lending requirements applied by lenders are affected by 
monetary ‘policy as well as by Government regulations. These require- 
ments govern downpayments, amortization periods, and the financial 
qualifie: ations of loan applicants (such as their present income, pro- 
spective income, and net worth). When, in a period of “tight money” 
policy of the Federal Reserve, leaders are impelled to impose stricter 
requirements, then effective mortgage demand is diminished and a 
larger part of available funds tends to flow into other channels. The 
reverse, of course, holds true in periods of easier requirements. 

With numerous individuals in the economy looking for outlets for 
their savings, and with numerous individuals and corporate and gov- 
ernmental treasurers looking for sources of long-term financing, a 
well-organized market has developed to bring the two groups together. 
Financial intermediaries of all types have organized this market, 
thereby helping to see to it that long-term savings are allocated to the 
long-term investments most urgently desired by the economy. They 
contribute to an increase in economic efficiency by quickly channeling 
funds from those who want to save into the hands of those who want 
to invest. 

Of the major institutions fulfilling this necessary intermediary role 
in the economy, commercial banks, mutual savings banks, life insur- 
ance firms, and savings and loan associations have become the most 
important mortgage lenders. Some indication of their importance in 
mortgage lending i is given by the data on residential mortgage debt 
held by such intermediaries at the present time. At the end of 1957, 
they held the vast bulk of the 1- to 4-family residential mortgage debt. 
Noticeable shifts have occurred, however, in the relative importance 
of these intermediaries in mortgage financing over the past half cen- 
tury. During that period, when | mortg gage debt financing rose by fifty- 
fold, commercial banks increased their share from 5 to 15 percent ; life 
insurance firms increased theirs from 6 to 20 percent; savings and 
loan associations increased theirs from about 15 to 35 percent, but 
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mutual savings banks suffered a decline, from about 20 to 13 percent of 
the total. But more noticeable than the decline in the importance of 
mutual savings banks had been the steep drop in the importance of in- 
dividuals in mortgage financing—a drop from 50 percent of the total 
at the turn of the century to 15 percent today. Obviously, institutions 
now dominate the field. 

All of these institutions have an important part to play in allocating 
a reasonable proportion of the total pool of savings to the future mort- 
gage market. It would appear, however, that because of the differen- 
tial impact of monetary policy on the various types of financial in- 
stitutions, being by far the heaviest on commercial banks, the latter 
could be forestalled on occasion from playing their desired role in the 
financing of new housing. Even if such a situation would not affect 
the total flow of funds into mortgages to quite the same degree as it 
aifected bank mortgage lending, there would still be a substantial 
amount of needless inst: ability in the financing picture. The tradi- 
tional instruments of monetary regulation may need to be broadened 
in order to meet the challenges and problems created by our modern 
financial structure. 

This leads into the question of the differential impact of monetary 
policy on the overall mortgage field. The fluctuating availability of 
residential mortgage money may be explained to some extent by sticky 
or artificially low ‘interest rates on certain kinds of mortgages. At 
times when monetary policy is seeking to restrict credit generally, or 
in periods of heavy demand for credit, these low rates cause funds to 
be diverted to alternative uses. More specifically, we have noted a 
drying-up of funds for fixed-interest FHA and VA mortgages on each 
occasion In the postwar period when business and industrial financing 
demands have increased markedly and corporate bond yields have risen 
sharply. Conversely, we have seen the reverse whenever nonresi- 
dential demands have fallen, so that—as some have argued—the 
longer term demand for mortgage funds was satisfied in a neat 
countercyclical fashion. The persistence into the second decade of the 
postwar housing market of such a situation of alternately expanding 
and contr: wcting nonmortgage demands for credit, if accompanied by 
inflexible interest rates on mortgages, might cause financing problems 
throughout much of the period—particularly in view of the antici- 
pated heavy demand for mortgage credit. 

As already noted, the first ‘postwar decade was characterized by a 
far greater rate of increase in the use of mortgage funds than in the 
supply of funds available for such purposes. That trend could be 
reversed—in the form of higher downpayments or shorter mortgage 
terms—only at the cost of cutting off some of the heavy housing de- 
mand soon to be facing the market. The solution, then, apparently 
lies in the introduction of greater flexibility into the mortgage rate 
structure, in order that housing may compete effectively at “all times 
with other users of long-term investment funds. (Of course, the 
special attractiveness of VA and FHA loans should permit their rates 
tc remain at a relatively low, though fluctuating, level.) Otherwise— 
and especially if the many pressures on our resources cause as high a 
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level of long-term interest rates as many expect—housing may tend 
to find itself being pushed farther and farther back in the long line 
of hungry borrowers. 


TABLE 86.—Selected individual savings, residential debt, and residential 
construction 


{Values in billions of dollars] 





Savings accounts and life Nonfarm residential mortgage debt 
insurance reserves ! 








Increase Increase Total, 

' edie a ee i nonfarm 
Year residen- 
Total, } Outstand- As percent Ratio to | tial con- 
end of As percent | ings, end of increase total struction 

year (Total  ofnew of year |Total| in savings savings | 

construction accounts and 
| life insur- 
ance reserves 

1948. ae 115.5 5.4 53.5 41.5 5.8 107.4 0. 36 10.1 
1949 a 5.7 59, 4 46.5 5.0 87.7 38 9.6 
1950 5.6 39.7 54.9 8.4 150. 0 . 43 14.1 
echt iesiaasch cabeiiecemeiena 7.8 02.4 62. 5 7.6 97.4 . 46 12.5 
1952. 11.7 91.4 69. 6 7.1 60. 7 . 48 12.8 
1953. = 2.2 SS. 4 77.3 aa 63. 1 . 49 13.8 
_ eee 13.4 87.0 87.1 9.8 73. 1 51 15.4 
1955. 12.9 69.0 100.1 | 13.0 100.8 j4 1s. 7 
195¢€ a 14. 1 79.7 111.5 | 11.4 80. 9 56 17.7 
1957. 16. 1 94.7 120. 5 9.0 55.9 it) 17.0 
1960 ji 16.6 89. 7 154.0 | 11.1 66.9 Ss is. 5 
1965 19.1 83.8 216.0 | 13.7 71.7 61 22.8 
1970 . i 22. 3 79. 6 295.0 | 16.8 75.3 . 65 28.0 
TT iis icra eae renaed view iaks -.--|104. 9 WUE Tcecknccctteraabie, 84.8 a 141.7 
te Pickin Lk detnel eke caste 193. 0 te Ub odasssinbin 141.0 73. 1 lie wae 235.0 





' Includes savings accounts in savings associations, mutual savings banks, commercial banks, postal 
savings, and credit unions. Private pension reserves are not included. 


Source: Financial data—Monthly Labor Review, October 1957 (1948-56); 1957 estimated. Construction 
expenditures—Survey of Current Business, July 1958, 
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THE AVAILABILITY OF RESIDENTIAL MORTGAGE 
CREDIT 


SAUI . KLAMAN, Economist, National Association of Mutual Savings Banks, 
New York, N. Y. 


These answers are provided in response to the following questions: 


What was the dollar volume of capital funds potentially 
available for mortgage credit on new residential construction 
in each of the years 1948-57? How much of this potential 
amount was actually so used in each year? What factors 
account for the percentage variation from year to year? To 
what extent should this percentage be increased during the 
period 1961-70? 

What are the prospects for increasing the pool of credit 


yailable for new residential construction during the period 
1961-70 ¢ 


The framework within which answers are provided to these ques- 
tions depends in large part upon the interpretation of the terms 
“capital funds” and “potentially available.” In the broadest sense, 
all financial flows in any given year are potentially available for 
investment in mortgages. The so-called short-term and ee 
financial sectors are linked by changes in relative interest rates, by the 
simultaneous operation of some financial institutions in both sectors, 
and by the pervasive influence of Federal Reserve and Treasury opera- 
tions on all financial markets. In this setting, it is not entirely possi- 
ble to quantify the volume of mortgage funds potentially available, 
because credit made available through the commercial banking sys- 
tem, for example, depends upon the determination of bank reserves 
by Federal Reserve authorities. 


A narrower interpretation of the question which lends itself to a 


Manageable, yet| meaningful, answer seems necessary. In such an 


interpretation, one may choose to include in the total of funds availa- 
ble for residential mortgages, all additions to savings through financial 
intermediaries and other sources. The choice may be limited, on the 
other hand, to those funds which are typically placed in long- term 
investments, a type most closely related to mortgages. Implicit in 
the latter choice is a distinction between “c capital market flows” and 
other types of financial flows. 

Such a distinction in an economy where markets for goods and 
services, as well as for financial claims, are often closely interrelated 
must be somewhat arbitrary. Even so, narrowing the scope of our 
discussion to capital market flows, which may be defined here to 
include mortgages, corporate securities, State and local, and United 
States Government obligations—where competitive uses of investor 
funds are clearly in evidence—seems to be more pertinent to the basic 
questions under consideration. Thus, typical short-term uses of credit 
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to consumers, businesses, farmers, and others are not considered to be 
alternatively available for mortgages. This is not altogether so, of 
course, particularly in the case of alternative uses of commercial bank 
credit. Short-term credit extensions, however, generally fluctuate in 
response to different demand forces, and their inclusion in analysis 
here would tend to obscure the basic factors underlying fluctuations 
in mortgage credit. 


NET FLOWS OF CAPITAL FUNDS 


The net flow of capital funds into markets for corporate securities, 
State and municipal government obligations, Treasury issues, and 
mortgages, as shown in table 1, increased almost without interruption 
in the 10-year period under consideration, from a low of less than $16 
billion in 1948 and 1949 to a high of nearly $29 billion in 1957. These 
flows, in the narrower definition ‘used in this paper, constituted the 
total pool of capital funds potentially available for residential mort- 
gage credit. The amounts actually used for this purpose, however, 
varied widely over the decade from a little over $5 billion in 1949 to 
a peak of over $13 billion in 1955 (table 87). Since 1955 the net volume 
of residential mortgage flows has declined substantially. 


TABLE 87.—Net flow of funds into capital market securities 


[Amounts in billions of dollars} 








| Residential mortgage flows 
Net capital | 
Year market Percent of 
flows ! total net 
Amount | ° capital 
market 
flows 
a i a le 15. 6 | 5.9 7.8 
a ee eo ecg 15.9 | 5.3 33.3 
CR th bet cake hehe ad AR ee ee ee ee 1m 17.4 8.7 | 50.0 
NN erent ol a ceeeesend nach ceases aesidigonsinneiaimge 18.7 7.8 | 41.7 
Speed. seit Gct ot* (ihe ea Stes. 24.7 | 7.5 | 30. 4 
a 26.1 | 8.2 | 31.4 
ree a Pe a RS a ee a 25.3 | 10.2 40.3 
SE A aici lid Peo ena bbe blac Soke babes’ Abed cdinicosk: 28.2 | 13.4 47.5 
a i 26.9 11.4 42.4 
MONE ee te eee 6 eed AE ts dig tL 28.6 | 9.2 | 31.8 
ae 227.4 | 87.6 | 38.5 


' Includes flows of funds into corporate securities, State and municipal, and Federal obligations, and 
mortgages. 


Source: Board of Governors of the Federal Reserve System and National Bureau of Economic Research 


‘ 


Expressed in terms of percentage ratios, shown in the upper panel 
of chart 1, the net flow of funds into residential mortgages fluctuated 
from three-tenths to one-half of total net capital market flows in the 
1948-57 period. This fluctuation reflected not only the swings in 
residential mortgage flows but in flows to other sectors of the capital 
market as well. Over the full decade, it is clear that residential mort- 
gages were the largest investment outlet in the capital market, as 
suggested in the lower panel of figure 9, absorbing nearly $88 billion 
of funds, compared with $70 billion for corporate securities, $34 billion 
for State and local government securities, and $20 billion for non- 
residential mortgages. Moreover, annual flows into residential mort- 
gages, notwithstanding significant variations, exceeded those into each 
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of the other capital market sectors in 7 of the 10 years through 1957. 

That the share of capital funds invested to finance the building and 
purchase of residential units has generally been larger than the share 
invested to finance business and governmental activities is in itself a 
significant fact. Of far greater significance in a study of the appro- 
priate role of Federal programs in housing and mortgage markets is 
the extent of variation in residential mortgage flows and the factors 
underlying these variations. To the extent that present Federal polli- 
cies may have been a factor in the record of instability and possible 
inadequacy of mortgage flows, either by directly contributing to or 
by being powerless to combat underlying forces, modification or sup- 
plementation of these policies may be indicated. 

Within limits set by the committee’s time schedule, it is not possible 
to develop fully all of the material pertinent to the questions directed 
tome. The committee may find it useful, therefore, to supplement this 
monograph by reference to a preliminary draft of a study, The Post- 
war Mortgage Market, which I have recently completed for the 
National Bureau of Economic Research. Chapters 1, 3, 4, and 5 of 
this study seem particularly pertinent to the committee’s inquiry and 
provide the foundation for a substantial part of my reply. 








Viti hrrwil 





192 STUDY OF MORTGAGE CREDIT 


FIGURE 9 
Net Annual Flows of Capital Funds, 1948-1957 
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Nore.—Data represent net changes in outstanding amounts. Through 1956, figures on 
net mortgage flows are from Saul B. Klaman, The Volume of Mortgage Debt in the Postwar 
Decade, Technical Paper 13, National Bureau of Economic Research, 1958. For 1957, 
figures are based on estimates of the Board of Governors of the Federal Reserve System. 
Data for other series for 1948 and 1949 are from the Board of Governors of the Federal 
Reserve System, Flow of Funds in the United States, 1939-53, and for later years are from 
mimeographed material available from the Board. The percentage ratio in the upper panel 
of the chart represents the relationship between the net increase in mortgages outstanding 
to the total net increase in corporate, State and local, and United States Government 
securities Net decreases in United States Government securities are treated as sources 
rather than uses of funds and hence do not have the effect of reducing the total net capital 
market tlow figures. 


FACTORS UNDERLYING VARYING RESIDENTIAL MORTGAGE FLOWS 


When World War II ended, all of the economic forces at work 
combined to provide a favorable setting for a substantial increase 
in residential mortgage lending. The Nation’s expanded needs for 
additional and improved housing facilities, following sharply reduced 
production during years of war and depression, are well known. 
These needs were made effective by relatively full employment, high 
incomes, and large war-accumulated savings. Financial institutions, 
holding large amounts of riskless but low-yielding United States Gov- 
ernment obligations, were actively seeking new investment outlets. 
The policy followed by the Federal Reserve System of supporting 
prices of Treasury securities at par made it possible to sell such securi- 
ties readily and without penalty. 

In addition to the large demands for housing and ready availability 

of capital, liberalized Federal mortgage and housing programs and 
relatively attractive mortgage yields, brought institutional investors 
strongly into the market for residential inortgages. Meanwhile, in 
the early postwar years, demands of corporations and of State and 
munic ipal cieiamasaata for capital financing were not as pressing as 
were demands for mortgages, and markets for these securities were less 
attractive to investors. Moreover, the Federal Government was a net 
borrower of funds only during one of the years in the 1946-50 period. 

As a result of this combination of expansionary forces, the net flow 
of capital into residential mortgages increased almost without inter- 
ruption from $4.8 billion in 1946 to $8.7 billion in 1950.) Only in 
1949 was there a decline in net residential mortgage flows. The 1950 
residential mortgage volume stood as a record until 1954 and rep- 
resented one-half of the net flow of funds into the capital market, a 
rate of absorption not since equaled (figure 9). The absolute volume 
of residential mortgage flows in the 1946-50 period was half again 
as large as the flow into corporate securities and more than three times 
the flow into State and municipal obligations. 

This unique 5-year period during which, with limited exceptions, 
unrestrained expansionary forces resulted in an ample supply of 
capital funds for residential mortgages came to an end with the 
occurrence of two significant events—the Korean outbreak in mid- 
1950 and the Federal Reserve-Treasury “accord” in March 1951. 
Though the subsequent annual flow of residential mortgage funds 
eXe ceded 3 that in all preceding years, except 1950, not again was there 
such an extended period during which capital was so readily available 
to meet all demands. Rather, the years since 1950 have been marked 
by alternating forces of restraint and expansion which have led to 
considerable inst: ability in residential mortgage and housing markets. 

It is with the causes of this instability that the committee is un- 
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doubtedly concerned—and justifiably so. For if these can be ferreted 

out and dealt with effectively much will have been accomplished 

toward achieving the kind of expansion in housing markets which 
‘an make the maximum contribution to overall economic growth with 

relative price stability. 

The influence of monetary policy 

Over the full period 1951-57, the effective operation of monetary 
and credit policy must be accorded a prominent place among the forces 
influencing the availability of credit in the capital markets, including 
residential mortgage credit. Financial institutions, no longer enjoy- 
ing the nearly unlimited liquidity of “preaccord” days, were not able 
to meet all demands for ¢ capital funds at all times. Concurrent with 
the new and vital force of monetary policy, directly restrictive Federal 
mortgage policies were in effect for about 3 years after the outbreak of 
Korean hostilities. 

The imposition of regulation X and accompanying FHA and VA 
regulations, restricting terms on which residential mortgage credit 
could be made available, represented the first restraining actions taken 
in nearly 20 years of Federal intervention in real estate and mortgage 
markets. Other Federal actions, through the Federal National Mort- 
gage Association, Federal Home Loan Bank system, and through the 
controlled materials plan, were designed to restrain housing produc- 
tion in favor of defense industries. Shortly after the end of the 
Korean war, the Federal Government returned to its traditional policy 
of stimulating housing markets, a policy which has continued without 
interruption except for a brief period during 1955.1 

The fact that, despite generally expansive Federal mortgage poll- 
cies since early 1953, residential mortgage funds have been subject to 
wide fluctuations must be attributed to the influence of general credit 
and monetary measures and to changing capital market conditions. 
As shown in figure 9, the rise and fall of residential mortgage flows, 
both absolutely and relative to other ‘apital market flows, has coin- 

cided with periods of general credit ease and restraint, respectively. 
Thus, during 1954-55 when credit was becoming readily available and 
yields were declining, residential mortgage flows advanced sharply to 
a postwar peak, while corporate secur ity ‘flows declined to a level well 
below the 1952-53 average. Between 1955 and 1957, on the other 
hand, the flow of funds into residential mor tgages contracted sharply 
as credit restraint strengthened and yields on competitive securities 
advanced to postwar highs. 

Credit restraining forces did not deter corporate borrowers, how- 
ever, partly because of the tax structure, and investors were increas- 
ingly attacted by the rising yields on corporate obligations. As a 
result, there was a record flow of nearly $12 billion into the market for 
corporate securities during 1957. This represented an increase of 
nearly $5 billion from 1955 in contrast to a decline of over $4 billion 
in the mortgage sector in the same period. It is noteworthy, also, that 
a record flow of funds found its way into State and local government 
ae in 1957 accompanying rising yields in that sector of the 
market 





1 For a fairly detailed description of Federal mortgage programs in the years 1950—56 see 
my monograph, The Postwar Mortgage Market, National Bureau of Economie Research, 
1958 (mimeograph), ch. 3, pp. 13-44. 
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The record is clear, therefore, that during periods of credit ease and 
falling yields the flow of funds into residential mortgages increases 
relative to the flow into other capital market sectors, and during pe- 

riods of credit stringency and rising yields, the flow of funds into cor- 

porate and State and municipal securities increases relative to mort- 
gages. Residential mortgage flows, moreover, have generally been 
more volatile than other types of capital market flows. The funda- 
mental question is, Why do changes in general credit availability fall 
with heavier impact on residential mortgages than on other capital 
market instruments? For an explanation, it is necessary to look be- 
hind the totals into the component parts of the residential mortgage 
sector. 

Within the 1- to 4-family mortgage sector, where most of the post- 

war movement in residential mortgage flows has occurred, there have 
been marked differences in the net flow of funds into FHA, VA, and 
conventional mortgages. As shown in figure 10, VA and FHA mort- 
gage flows have been much more volatile than conventional mortgage 
flows. Between 1952 and 1955, for ex: ample, when capital market 
conditions were changing from tightness to ease, the net flow of funds 
into VA mortgages accelerated from $1.4 billion to $5.3 billion, a 
nearly threefold increase. The subsequent shift to credit stringency 
between 1955 and 1957 was accompanied by a drop in VA flows of 
almost three-fifths, to $2.3 bilion. Flows into FHA mortgages were, 
also, fluctuating during these years, but less violently. Conventional 
home mortgage flows, meanwhile, were consider: ibly more stable dur- 
ing the years of alternating credit ease and tightness, with a one-third 
rise from $4.3 billion to $5.7 ( billion between 1952 and 1955, and a sub- 
sequent slight drop to $5.3 billion in 1957. 
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FIGURE 10 


Net Annual Flows of Home Mortgage Funds by 
Type of Mortgage, 1948-1957 


Billions of dollars 
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Source: Board of Governors of the Federal Reserve System, and Saul B. 
Klaman, The Volume of Mortgage Debt in the Postwar Decade, 
Technical Paper 13, Table 22, National Bureau of Economic 
Research, New York, 1958. 
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Thus the rapid decline in residential mortgage flows between 1955 
and 1957, noted earlier, is explained almost entirely by the decreased 
availability of federally underwritten mortgages. Of the total net 
drop of $4 billion, $3.6 billion or 90 percent was accounted for by the 
decline in VA and FHA mortgage flows. Similarly, of the sharp rise 
of $3 billion in home mortgage flows during 1955, $2.8 billion was in 
VA and FHA loans. Among the differences between conventional 
and federally underwritten mortgages which may account for the 
differential impact of changes in credit conditions, the relative degree 
of interest-rate flexibility 1s among the most significant. 


Interest rates and yields 


The evidence is unmistakable that the ebb and flow of residential 
mortgage funds has coincided with narrowing and increasing spreads 
between FHA and VA interest rates, established by law or regulation, 
and flexible yields on capital market securities, determined by the in- 
teraction of competitive forces. A comparison of data presented in 
the previous charts with the series on interest rates and yields shown 
in figure 11 clearly establishes this fact. The shifting response of 
lenders to changing yield relationships has had an unstabilizing in- 
fluence not only on mortgage and housing markets but on other capital 
market sectors as well, as lenders have complemented changes in 
mortgage flows with changes in other investment actions. 

In the early years after World War II, the Federal Government 
was underwriting VA and FHA mortgages at maximum interest rates 
of 4 and 414 percent, respectively. These early postwar rates—subse- 
quently adjusted as shown in figure 11—-were substantially higher than 
market yields on long-term United States Government securities, 
while risks were little greater. They were markedly higher, also, 
than yields on high-grade corporate securities. Moreover, the maxi- 
mum interest rate on FHA-insured mortgages was higher than on 
conventional mortgage interest rates through mid-1948, and for VA- 
guaranteed loans was only slightly lower. Under these circumstances, 
together with other generally expansive Federal policies, noted earlier, 
the ready availability of federally underwritten mortgage funds 
during the early postwar years can be easily understood. 

The changing yield relationships in capital markets, shown in 
figure 11, go a long way toward explaining the volatility of home mort- 
gage flows in the years since 1950. Thus, allowing for the time lags 
inherent in the nature of mortgage market operations, the decline in 
federally underwritten mortgage flows between 1950 and 1953 coin- 
cided with rising yields in competitive capital market securities. 
Subsequently, when capital market yields declined sharply through 
1954, the flow of FHA and VA mortgage funds was stimulated, par- 
ticularly in view of the recently permitted increase in their interest 
rates. Finally, the record rise in yields on corporate, State and local, 
and Treasury securities during 1956-57 was accompanied by the 
marked reduction in net flows of FHA and VA mortgage funds, noted 
previously and shown in figure 10. 

Throughout these years of shifting relationships between flexible 
bond yields and administered interest rates on federally aided mort- 
gages, conventional mortgage interest rates moved freely in response 
to changing market conditions. ‘These movements were more sluggish 
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than, and lagged behind, changes in bond yields but reflected the ad- 
justments of lenders and borrowers negotiating in free markets, and 
resulted in a far more even flow of funds over the years than was the 
case for federally underwritten loans. 

The evidence at hand, therefore, strongly supports the conclusion 
that the policy of maintaining relatively inflexible interest rates on 
FHA and VA mortgage loans has been a prime factor in the recent 
instability of residential mortgage flows. To be sure, this has been so 
only since monetary policy has been an effective force in our economy. 
That the impact of changes in credit conditions has been greater on 
residential mortgage markets than on other capital market sectors is 
clear. But to criticize monetary policy for its role in reducing the 
availability of funds for residential construction and to ignore the 
existence of fixed interest rates in the federally underwritten mortgage 
sector is to overlook the real cause of the uneven impact of monetary 
policy. 

The Federal Reserve System is and must be concerned with the total 
supply of money and credit. The actual allocation of the available 
supply of funds within the money and capital markets is a function 
of private competitive forces. It 1s not now the objective nor, indeed, 
is it within the power of the Federal Reserve System to allocate credit 
to particular markets. Individual lenders and borrowers competing 
for loans and investments are the ultimate determinants of types of 
credit flows and their uses. Inflexible interest rates in the Government- 
underwritten sector of the residential mortgage market, however, have 
interfered with free market processes and have intensified the impact 
of monetary policy and of general credit developments on residential 
mortgage flows. 

Recent developments have once again shown the uneven results of 
a policy of inflexible interest rates in mortgage markets—in this case 
within the federally underwritten sector. The marked increase in 
housing starts in 1958 over 1957 has reflected entirely the sharp rise in 
FHA-financed units. Units started under VA mortgage guaranty 
have declined substantially. Underlying these divergent movements 
in FHA and VA activity is the fact that the interest rate on FHA 
loans was increased from 5 to 514 percent in August 1957 while the 
rate on VA loans was fixed at 414 percent until April 1958 when it 
was raised to 434 percent. 

Under these circumstances, FHA loans were more appealing than 
VA loans to mortgage lenders, in large part because of the problems 
associated with adjusting VA yields through market Sacuanaa 
Changes in contract interest rates have been shown to be more effective 
than discounts in adjusting mortgage yields, and hence in maintaining 
a more even flow of mortgage funds.’ 


2For a discussion of the problems associated with mortgage discounts see my study of 
The Postwar Mortgage Market, op. cit., ch. 4, pp. 15-24. 
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THE SUPPLY OF RESIDENTIAL MORTGAGE FUNDS, 1961-70 


The concern of the committee with a possible shortage of residential 
mortgage funds during the decade of the 1960’s is reflected in two 
related questions, the last part of my question, “To what extent should 
this percentage (of capital funds for residential mortgages) be in- 
creased during the period 1961-70?” and “What are the prospects for 
increasing the pool of credit available for new residential construction 
during the period 1961-70?” The first question seems to imply a 
value judgment about what should be a “fair” or “reasonable” share 
of capital funds for the financing of residential construction. The 
second question, inquiring directly about the prospects for increasing 
the supply of residential mortgage credit, implies that current amounts 
are inadequate. 

Whatis a“fair” share of credit? 

If the first question has been interpreted properly, then it holds 
important implications for public policy. Whatever the criterion, if 
it should be judged that “sufficient funds” to finance housing are not 
forthcoming from private sources, then public policy may be directed 
toward supplementing the available supply of mortgage credit. If 
such a policy is, indeed, followed it may at times be in conflict with 
the Nation’s fiscal and monetary policies, and raises basic questions 
about national economic goals and priorities. 

The provision of increased and improved housing facilities for our 
growing population must be among our Nation’s leading goals. So, 
too, however, must be the provision of expanded educational facilities, 
and hospital and health centers. The Nation’s roads and highways 
are, also, in need of expansion and improvement, our national defenses 
must be kept strong, and new and improved plant facilities are basic 
to the changing needs of American business. Are the funds for all of 
these requirements to be provided, in the main, thrcugh private market 
processes or are they to be provided through some other system— 
through some scale of priorities and allocations? This, I think, is 
a fundamental question confronting public policymakers. Should 
housing be singled out for special consideration because of its impor- 
tant social implications? There are fundamental social needs asso- 
ciated with other economic activities as well. Who is to establish 
the scale of special needs and priorities and to determine the share 
of funds to be made available for each activity ? 

Clearly, if housing credit is provided increasingly outside the 
sphere of private markets, and public policy is committed to having 
an adequate supply of mortgage credit available at all times, problems 
of keeping such a policy within bounds, in view of all the other press- 
ing social needs, will begin to mount. Moreover, and of perhaps 

ater importance, is the question of possible consequences to the 
ation of a housing credit policy formulated with little or no regard 
for monetary and fiscal salinies. It may not be possible to develop 
large-scale Federal programs dedicated to insuring an adequate supply 
of home mortgage credit throughout the decade of the 1960’s, and at 
the same time successfully fight the battle against inflation. 

To achieve economic growth with a relatively stable price level, it 
seems essential that the ‘Federal agencies concerned with housing and 
mortgage credit set their policies within the framework of overall 
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monetary and fiscal policies. Housing credit policy cannot be made 

in an economic vacuum. There will re periods in the 

1960’s, as there were in the 1950’s, when it will be in the best long- 

run public interest for housing demands to be temporarily restrained 

as the Nation seeks to subdue inflationary pressures and preserve the 

aes power of the dollar. As the Joint Economic Committee 
as noted : 


* * * ceneral fiscal and monetary restraints (must be 
brought to bear) on the expansion of total spending. It is 
recognized that the burden of such restraints may not be 
evenly distributed throughout the economy. The burden of 
inflation, however, is far more inequitably distributed.* 


The degree of success with which we are able to combat inflation 
bears directly on “the prospects for increasing the pool of credit 
available for new residential construction during the period 1961-70.” 
This is so because the availability of mortgage credit depends ulti- 
mately on the volume of long-term savings. ‘To the extent that the 
flow of savings to financial intermediaries is increased in the years 
ahead, the volume of capital funds available for residential mortgages 
will be increased. But an increased flow of savings depends aie 
mentally on allaying widespread fears of inflation. 

So long as an inflationary psychology motivates the actions of con- 
sumers and investors, so long will it be difficult to increase the flow 
of residential mortgage funds. In such a setting, individuals will 
become less willing to save dollars which they feel may depreciate in 
value, and institutional investors, to the extent permitted, will seek 
out investments in equity rather than in debt instruments. Thus, 
while in the short run it may appear that residential mortgage mar- 
kets suffer at the hands of an anti-inflationary monetary and fiscal 
policy, only through such a policy can the supply of mortgage credit 

increased in the long run. In this respect the words of the Joint 
Economic Committee are again appropriate: “Public policies must 
face up squarely to the problem of inflation. Restraining inflation 
never has been and never will be an easy job. It requires making 
hard decisions in public policies to contend with problems which may 
become increasingly complex.” ¢ 

Apart from broader considerations of economic and public policy, 
the problem of the availability of residential mortgage credit in the 
1960’s can be more meaningfully approached, it seems to me, through 
evaluation of the potential absolute flow of mortgage funds rather than 
through consideration of the potential percentage increase of total 
capital funds. Clearly, if one anticipates a large increase in the supply 
of total capital funds, then the percentage of funds for residential 
mortgages may not need to be increased at all for there to be an 
adequate supply of housing credit. The relationship between the in- 
creased supply of funds and increased demand for housing would de- 
termine, in the end, the need for an increase in the relative availability 
of mortgage credit. An adequate appraisal of this relationship must 





* Joint Economic Committee, Subcommittee on Fiscal Policy, Fiscal Policy Implications 
of the Economic Outlook and Budget Developments, H. Rept. Wo. 647, 85th Cong., 1st sess., 
Washington 1957, p. 5. 

* Joint Economic Committee, op. cit., p. 2. 
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be founded upon a thorough study of the underlying forces of housing 
demand—population growth, migration, family formation, changes 
in income, quality of housing—and the general outlook for capital 
markets, clearly beyond the scope of this monograph. 

In considering the potential absolute flow of mortgage funds in the 
1960's the question of stability of flows is as important as the amount. 
Regardless of the increase which might be caked in the absolute 
flow of residential mortgage funds, a continued unstable flow such as 
has characterized the 1950’s will leave the basic problems unsolved. 
Housing activity represents such an important segment of total eco- 
nomic activity that instability in this area has important implications 
for overall economic growth and stability. In a narrower framework, 
planning and related activity incident to housing production is long 
range in character and is frustrated by rapid and continuing changes 
in the availability of mortgage funds. The evidence presented in this 
paper, based on a broad study of postwar mortgage markets, has 
shown a close relationship between the instability of residential mort- 
gage flows and rigidities in federally underwritten mortgage interest 
rates. In this respect, the facts suggest a need for a reexamination of 
current Federal policy. 

Prospects for increasing residential mortgage flows 

Main sources of mortgage funds.—In appraising the peompedts for 
residential mortgage credit in the years ahead it is a fundamental fact 
that the sources of mortgage funds are concentrated among the four 
main types of financial intermediaries—savings and loan associations, 
mutual savings banks, life insurance companies, and commercial banks. 
As shown in table 88, these institutions accounted for an estimated 87 
percent of net residential mortgage flows in the period 1948-57, and by 
the end of 1957 held about 84 percent of the total residential mortgage 
debt outstanding. Unless new sources of funds are to be developed, 
therefore—a prospect considered later—additional funds for resi- 
dential mortgages will be provided mainly through an increase in 
the flow of savings to these intermediaries, or through an increase in 
the proportion of their assets devoted to mortgage investments. 

As to the first consideration, the basic importance of restraining 
actual inflationary pressures and allaying fears of future inflation 
has been noted. Upon the continued willingness and ability of in- 
dividuals to save a portion of current income in the form of bank 
deposits, savings and loan shares, and life insurance premiums, de- 
pends the continued growth of the pool of residential mortgage credit. 
The problem of stimulating savings in an economy subject to periodic 
inflationary pressures has been clearly recognized by the Joint Eco- 


nomic Committee. In the report referred to on pages 16-17, the 
committee noted : 


The basic problem (in inflation) is an inadequate level of 
savings out of current income. An ever increasing volume of 
real savings is needed to meet the economy’s requirements 
for replacement of plant and equipment under inflated prices 
and for growth based upon full exploitation of rapid tech- 
nological advances. Fiscal and monetary policies should be 
directed toward encouraging a higher level of voluntary real 
savings under the present conditions of inflationary pressure. 
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TABLE 88.-—Residential mortgage loan investments of. main types of finaneiat 
institutions - 


{Amounts in billions of dollars] 


Outstanding Net flows 1948-57 
Dec. 31, 1957 


| 
| 
Type of lender is 








| 

Amount } Percent | Amourt | Percent 
} | aes a 
TE MIR rath epee sense cnamscucssncsences 121.3] 100.0 | 87.5 | 100.0 
Main financial institutions. ...............-.---.--------------- | 101.5] 837] 769). ‘87,0 
Savings afid loan associations.-_............................- 39.3 | 32.4 30.6 35.0 
Lite Ieee COMPOS... ... occ ccesncscesccccccccsss ces 26.1 | 21.5 21.0 24.0 
I RR i ha crete tls 19.0 | 15.7 15.1 17.3 
RNIN ha ee lance nb Andi nih aap wiedeemieat oni 17.1 14.1 10.2 | I @ 
I BE os itis Uni ik pao ieees dann satted dems 19.8 | 16.3 10.0 t 12.8 





Source: Board of Governors of the Federal Reserve System, and Saul B. Klaman, The Volume of Mort- 
gage Debt in the Postwar Decade, op. cit., tables 16-19, and 37-40. 


If the inflow of savings to the four main types of financial institu- 
tions continues during the decade of the 1960’s at about the same rate as 
during the decade ending 1957, and if these institutions continue to in- 
vest about the same proportion of their assets in mortgages, then their 
flows of residential mortgage credit will amount to over $160 billion, 
nearly double the flow during the decade 1948-57. ‘The rate of asset 
expansion during the 1948-57 period, however, following years of de- 
pression and war, reflected unusual circumstances not likely to prevail 
in the decade ahead. The fourfold growth in assets of savings and 
loan associations, for example, from less than $12 billion to over $48 
billion will be hard to match, considering the new high level likely to 
prevail at the beginning of 1960. The rate of growth in recent years 
in the assets of these institutions, as well as of the other main types of 
financial institutions, has already slowed down markedly. 

The projected volume of $160 billion of residential mortgage flows 
from the 4 main types of financial institutions, on the basis of asset 
growth alone, therefore, is probably an outside figure. It may be pos- 
sible to achieve this volume or more, however, if the proportion of as- 
sets invested in mortgages were to be increased. What are the pos- 
sibilities of such a development ? 

As may be seen in table 89, savings and loan associations are already 
investing over four-fifths of their assets in residential mortgages. 
There is, thus, little room left for these specialized lending institutions 
to increase this proportion. As for mutual savings banks, they have 
increased their total mortgage investments sharply in the postwar years 
to an alltime high of over 60 percent of assets, of which 54 percent rep- 
resent residential mortgage loans. Considering the liquidity needs of 
mutual savings banks, the opportunities available for alternative in- 
vestment outlets, and the legal limits imposed by most savings bank 
States, it is not likely that this percentage can be increased much with- 
out changing the basic nature and characteristics of these institutions. 
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Taste 89.—Relationship of mortgage loans to total assets of main types of 
financial institutions, Dec. $1, 1957 














{Amounts in billions of dollars} 
Percentage of assets in— 
Total 
Type of financial institution assets 
Total Residential 
mortgages mortgages 
anes OIG Wee OONNIINNONS.. £6... cc cc cen ccncscccceccae 48.3 83.0 81.4 
ei a RE aE ae 35.2 60.2 54.0 
i ones dhaskbnnenicmommens 101.0 34.9 25.8 
I ase ic cr tc elaseppnami capensis 222.7 10.5 7.7 


Source: Board of Governors of the Federal Reserve System and National Bureau of Economic Research, 


Any consideration of the potential availability of mortgage funds 
from the mutual thrift institutions must, of course, take account of the 
potential impact of changes in Federal tax policy. Apart from other 
considerations, an increase in tax liabilities of these institutions might, 
on balance, tend to reduce the inflow of savings and hence the availa- 
bility of mortgage funds. Mortgage investments might, also, be re- 
duced as a result of the increased appeal of tax-exempt securities. 

Another consideration bearing on the availability of mortgage funds 
from mutual savings banks is the fact that these institutions now oper- 
ate in only 17 States of the Nation and are permitted to lend in other 
States only on FHA and VA mortgages. Based on current experience 
in saving banks States, there is a strong likelihood that if mutual sav- 
ings banks were permitted to operate in other States, overall savings 
flows would be increased, and hence, also, the availability of mort- 
gage funds. 

The other two main types of financial intermediaries—life insur- 
ance companies and commercial banks—each have a much. smaller 
share of their assets invested in mortgages than do savings and loan 
associations and mutual savings banks. Relative to earlier years, 
however, the current share of assets held in mortgages, for both life 
Insurance companies and commercial banks, is large. Any considera- 
tion of the prospects for increasing the relative mortgage investments 
of life insurance companies and commercial banks, moreover, must 
take account of the fact that these institutions are oriented toward 
different and broader investment markets than are savings and loan 
associations and mutual savings banks. 

While there are no legal limits to a further relative expansion in 
mortgage investments by life insurance companies, many investment 
officers feel that present holdings have reached a satisfactory relation- 
ship to total assets, compared with relatively low war-end levels. 
Portfolio investment policy is not static, however, and current think- 
ing could change in response to changes in the reationship between 
residential mortgage yields and yields on alternative investment out- 
lets, including those on nonresidential mortgages. While yield is not 
the only determinant of the pattern of life insurance company in- 
vestments—portfolio diversification, mortgage correspondent consid- 
eration, being others—the possibility of expanding the acquisition of 
mortgages relative to other investments rests largely on this factor. 
The present relationship of residential mortgage holdings to total 
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assets, while historically high, is below earlier record levels, and could 
be expanded under appropriate market conditions. 

Among the main types of financial intermediaries, commercial 
banks devote the smallest proportion of their assets, by far, to mort- 
gage loans. This is, of course, understandable considering their basic 
orientation to short-term credit markets. An important part of com- 
mercial bank mortgage holdings, therefore, represents short-term 
credits in the form of construction loans or interim financing to build- 
ers and real-estate mortgage lenders. Some commercial banks, in fact, 
limit their mortgage activity to these short-term operations, while 
others—usually, the smaller country banks—devote a significant part 
of their assets to long-term permanent mortgage loans. This dis- 
tinction reflects the wide variation in operations among the thousands 
of commercial banks. 

In recent years most commercial banks have been aggressively 
competing with thrift institutions for the long-term liquid savings 
of individuals. If commercial bank time deposits continue to grow 
at anywhere near the 1957-58 rate, the industry may devote an in- 
creasing share of their assets to long-term mortgage investments. 
Admittedly, there has been litile apparent relationship between time 
deposits and mortgage loans in recent years, but this could easily 
change if time deposits become increasingly important and yields on 
mortgage loans are attractive relative to business loans. 

Other potential sources of mortgage funds.—While there are dis- 
tinct possibilities for an expansion of residential mortgage credit 
through an increase in the share of assets used for this purpose by 
life insurance companies and commercial banks, far greater possi- 
bilities would appear to lie in a relative expansion of mortgage in- 
vestments by other types of miscellaneous institutions with large aggre- 
gations of assets. These institutions, shown in table 90, had total 
assets in excess of $120 billion at the end of 1956, of which only a 
little over 2 percent were invested in mortgages. In the aggregate, 
while total assets and mortgage loans have expanded markedly since 
1948, their relationships have shown little change. 

There is a great potential for an expanded source of mortgage funds 
from these groups of miscellaneous investors. Even a doubling in the 
overall percentage of assets devoted to mortgage loans would still 
leave their mortgage holdings under 5 percent of total assets. Such 
an increase during the decade ending 1957 would have made an addi- 
tiona) $3 million, or so, available for mortgages. Considering the 
expected expansion in assets of these institutions during the 1960’s, 
a considerably greater increase in mortgage funds might be expected 
from a gradual increase in the share devoted to mortgages. 
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TABLE 90.—Relationship of mortgage loans to total assets of miscellaneous types 
of financial institutions 


[Dollars in millions] 
































| 


Dec. 31, 1956 Dec. 31, 1947 
Type of institution Mortgage loans | Mortgage loans 
Total a Ste ee Total a 
assets | | assets | 
| Amount | Percent | Amount | Percent 
Personal trust funds-____- 75,000 | $1, 490 | 2.0 | $48,000 | $1,170 2.4 
Fire, casualty, and marine insurance com- | 
panies... Soe 22, 501 | 160 | ot 10, 371 69 7 
Noninsured pension funds. - -- iit | 17,654 285 1.6 4, 276 30 .8 
Credit unions..-----.--- a's sri elie 3, 271 | 271 8.3 701 | 44 | 7. 
Fraternal orders... ..- bbe wecnaneanneee| 2, 669 | 503 18.9 | 1, 880 184 10.2 
ee a es ne eee ion 121, 010 4 


| 
2, 709 | 2.2 67, 228 | 1, 497 = 





Source: Board of Governors of the Federal Reserve System, and Raymond W. Goldsmith, Financial 
Intermediaries in the American Economy Since 1900, supplementary appendixes, National Bureau of 
Economic Research, New York, 1958. The 1947 figure for total assets of personal trust funds is an inter- 
polation of Goldsmith’s estimates for 1945 and 1949, 


Barriers to increased mortgage investments by non-life-insurance 
companies, trust funds, pension funds, et cetera, exist in the form of 
legal restrictions, short-term obligations, complexity of mortgage in- 
struments compared with other types of corporate securities, lack of 
organization for mortgage acquisitions, and general ignorance of 
mortgage-market operations. These and related barriers, however, 
are hardly insuperable. Pension funds in the past year or so have 
shown an increasing interest in mortgages as managers have been 
made aware of their advantages, and investment techniques have been 
eased by mortgage bankers. The long-term nature of the obligations 
of pension funds and their relatively minor mortgage holdings makes 
this source particularly fertile for further expansion of mortgage 
investments. 

Fire, casualty, and marine insurance companies have been relatively 
uninterested in mortgage investments because of the uncertain nature 
of their obligations to policyholders, and because of their feeling that 
mortgages are less liquid than other long-term investments. Even 
if these were valid reasons, there would still seem to be room for an 
expansion in mortgage holdings well beyond the less than 1 percent of 
assets so invested at the end of 1957. Moreover, the record would 
probably show that the character of obligations of these companies is 
not as short term as supposed, and that the liquidity of mortgage loans, 
particularly FHA and VA loans, has been substantially increased. 
The average life of mortgage loans is considerably less than their con- 
tract maturities, and their nationwide marketability is being proven 
daily. There is a good opportunity here, through a process of educa- 
tion, to break down traditional investment prejudices and patterns, 
and release a far greater proportion of the $23 billion of non-life- 
insurance company assets for residential mortgages. 

So, too, with the huge aggregations of funds in personal trusts. 
Here, the problems are somewhat different than with pension funds 
and fire and casualty companies, but the opportunities are equally 
great or greater. Rough estimates of the assets of personal trust 
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funds back to the turn of the century indicate that mortgage holdings, 
both absolutely and relatively, have been declining. In 1900, for 
example, 40 percent of personal trust funds were invested in mortgages. 
The percentage declined steadily to 22 in 1912, 10 in 1929, 7 in 1939, and 
2 since 1949. In absolute terms, a peak of $3 billion was recorded in 
1929, following which there was a steady decline to $1 billion in 1952. 
Since then, there has been an estimated increase to $1.5 billion, still 
only half of the 1929 level. 

The decline in mortgage holdings of personal trust funds has re- 
flected the increased availability and desirability of alternative in- 
vestments, particularly corporate equity issues, and the loss experience 
with mortgages during the 1930’s. Notwithstanding the substantial 
changes in the mortgage instrument, following the introduction of 
Federal mortgage insurance—increased safety, marketability, 
liquidity—administrators have been reluctant to reenter the mortgage 
market in volume. Difficulties of acquiring mortgage investments in 
the right amounts and on appropriate terms, and of administering 
large numbers of individual instruments, have, so far, seemed too great 
to overcome. 

Because most trust funds are administered by corporate fiduciaries, 
there are no legal obstacles to investment in federally underwritten 
mortgages; the case, also, with noninsured pension funds. Becoming 
FHA-approved mortgagees would entail but a small amount of paper- 
work. With a minimum of legal obstacles to contend with, the main 
effort can be directed toward overcoming obstacles of tradition, 
ignorance, and prejudice with respect to the advantages of mortgage 
investments. 

All in all, the potential for increasing the pool of residential 
mortgage credit in the 1960’s through the large aggregations of 
funds, shown in table 90, would seem to be substantial. The prospects 
for realizing the potential will depend in large part on the ability of 
the mortgage banking and related industries to convince these groups 
of the wisdom of devoting a larger share of their assets to mortgage 
investments. The Federal Government, through this committee and 
other agencies, can help by making and sponsoring appropriate studies 
which would compare the investment results of mortgages and other 
types of capital-market securities. 

Along this line, one important step the committee might take is to 
sponsor or urge the collection of more data on mortgage holdings of 
corporate fiduciaries and other miscellaneous institutions. Data 
shown in table 90 are for total mortgage loans only, because there are 
no current data available on residential mortgage holdings. Nor are 
there data for these miscellaneous types of institutions on holdings of 
FHA and VA loans, the most logical area for further expansion. Sev- 
eral years ago, in connection with the administration of regulation X, 
data were obtained by the Federal Reserve System on the residential 
mortgage holdings—including a breakdown of FHA, VA, and conven- 
tional loans—of trust departments of commercial banks. Such 
information has not since been available. 


5 Raymond W. Goldsmith, Financial Intermediaries in the American Economy Since 1900, 


Supplementary appendix 5, tables B-1 and B-—2, National Bureau of Economic Research, 
New York, 1958. 











208 STUDY OF MORTGAGE CREDIT 


The committee might wish to recommend that the Bureau of the 
Census, in connection with its 1960 census of housing, explore the 
feasibility of collecting more detailed data than are now available on 
the residential mortgage holdings of personal trust funds, noninsured 
pension funds, fire, casualty, and marine insurance companies, credit 
unions, fraternal orders, et cetera. Such information will be basic 
to any study relating to the prospects for increasing the pool of 
residential mortgage credit in the years ahead. 





POSTWAR TRENDS IN THE SOURCES AND USES OF 
CAPITAL FUNDS, 1947-57 


Dr. JAMES J. O’LEARY, Director of Economic Research, Life Insurance 
Association of America, New York, N. Y. 


This paper is in response to the questions that follow: 


What was the dollar volume of capital funds potentially 
available for mortgage credit on new residential construction 
in each of the years 1948-57? How much of this potential 
amount was actually so used in each yeart What factors 
account for the percentage variation from year to year? To 
what extent should this percentage be increased during the 
period 1961-70 ¢ 


What are the prospects for increasing the pool of credit 
available for new residential construction during the period 
1961-70? 


The purpose of this paper is to provide a general discussion of 
trends in the sources and uses of capital funds in the American econ- 
omy during the postwar period, with particular reference to the avail- 
ability of financing for residential construction. It will deal with 
such questions as how important residential capital formation has been 
in contributing to the demand for investment funds and what are the 

rincipal sources from which funds have been derived to meet this 
aaa It will also endeavor to place the use of capital funds for 
residential financing in perspective with other competing uses of funds 
such as corporate, Federal Government, and State and local govern- 
ment financing. 

In the interest of clarity, it should be stated at the outset that the 
figures are for net sources and uses of capital funds, i. e., they exclude 
refinancing. For example, the net flow of funds from life insurance 
companies into the capital markets in 1957 amounted to $4.8 billion. 
We know from other studies that the gross flow of life insurance 
funds, taking into consideration such things as bond maturities and 
calls and mortgage repayments, totaled about $9 billion in 1957. It 
would be most helpful to have gross flow figures for the various savings 
institutions, but unfortunately we do not have them so that we are 
required to depend on the net figures. This may not be much of a 
naaorey in any event because the elements of refinancing are pretty 
much of a “washout” on both the demand and supply sides in the 
market. For example, if a corporation issues bonds to refinance some 
of its outstanding debi, the demand for funds is increased but at the 
same time the supply of funds is also increased in the same amount. 
Gross flow figures would be valuable, nonetheless, because they are 


a e important in their effects on individual sectors of the 
capital markets. 
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All of the uses of capital funds are, of course, also net; 1. e., they 
show net increases in the outstanding obligations. 

It should also be kept in mind that these figures are not net changes 
in assets. By excluding asset changes such as an increase in cash or a 
net addition to company properties, we have tried to obtain a net fig- 
ure of funds actually coming into the capital markets. 


TRENDS IN SOURCES AND USES OF CAPITAL FUNDS, 1947-57 


Trend in the total supply of capital funds available from savings 
sources | 

Figure 12 and table 91 show the trend in the total supply of capital 
funds available from savings sources during the period 1947-57. The 
lower portion of figure 12 labeled “savings institutions” includes life 
insurance companies, savings and loan associations, mutual savings 
banks, and the time deposits of commercial banks. As shown in 
table 91, the total for these institutions rose sharply from $7.4 billion in 
1950 to $16.3 billion in 1954, with moderate tapering off until 1957. 
The reasons for the tapering off since 1954 can be considered better in 
figure 13 and table 92 which follow. 

The upper portion of figure 12, “other nonbank sources,” includes 
State and local government funds, uninsured corporate pension funds, 
fire and casualty companies, corporations, United States Government 
funds such as OASI, and all other nonbank sources of funds, the latter 
being in the main individuals and unincorporated business. The 


detail on these sources will appear in figure 14 and table 93, to be 
examined presently. 
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Ficure 12 


Total Capital Funds Available From Savings Sources, 1917-1957 
(Billions of Dollars) 
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TaBLeE 91.—Data for figure 12: Total capital funds available from savings sources, 




















1947-57 
[Billions of dollars} 
| ia | | | | } | 
| Savings | Other | Total | | Savings | Other | Total 
Year | institu- | nonbank | nonbank Year | institu- | nonbank | nonbank 
| tions sources | sources tions sources sources 
etal adie emcee ss alas scomaspciehnae cama See 
| | i 
NO cbse 7.2 12.1 | 19.3 || 1953_... 4.8/ 163 31.0 
1948___. : 7.3 | 13.2 | 20.4 || 1954. 16.3 | 9.8 26. 1 
1949... | 7.3} 115] 18.7 || 1955_..- 15.0} 26.5 41.5 
 —_— 7.4 14.8 | 22.2 || 1966......- 14.7 17.4 32.1 
1951_.... 8.9 12.0 | 20.9 || 1957!.. 17.3 | 19.1 | 36. 4 
1952_...- oe 13.4 18.4 31.7 | 


1 Preliminary. 


Nore.—Components may not add to totals because of rounding. Savings institutions include life insur- 
ance companies, savings and loan associations, mutual savings banks, and commercial banks. Datainclude 
only savings funds (time deposits) of commercial banks and exclude funds from bank-created credit. Other 
nonbank sources include the U. S. Government, State and local governments, corporate pension funds, 
fire and casualty companies, corporations, and all other nonbank sources of funds. 


Figure 12 and table 91 show, of course, a general rising trend in the 
total supply of capital funds available from savings sources. The 
jaggedness of the movements from year to year is largely explainable 
in terms of corporations as a source of funds. During the postwar 
period the volume of nonbank funds has displayed an encouraging 
growth. This growth undoubtedly not only reflects the growth of 
national income in real terms; it likewise is a product in part of the 
postwar inflation and the effect which inflation has had upon money 
Income. 


Trends in capital funds available from principal savings institutions 


Figure 13 and table 92 show the trends in capital funds available 
from the major savings institutions. As will be noted, the net funds 
available from life insurance companies rose from $3 billion in 1947 to 
$5.4 billion in 1955, but declined to $4.8 billion in 1956 and 1957. It is 
too early to know whether the lower figures in 1956-57 have lasting sig- 
nificance. It is widely believed that a major reason for expecting a 
tapering off in the net increase is that the “product mix” in life in- 
surance sales is undergoing an important ia namely, a larger 
proportion of the insurance sold is of a type that does not build up 
reserves. ‘There are other reasons which are advanced to explain the 
tapering off shown in the life company figures in the past 2 years. An 
important one is that as interest rates rose in 1956-57 there was less of 
a tendency for the proceeds of life insurance to be left on deposit with 
the companies; instead, it appears that more of these funds found 
their way into the stock market and into higher interest-earning in- 
vestments than the rate paid by life companies. Still another factor 
was the moderate rise in policy loans which reduced the funds avail- 
able to the capital market. The investment research staff is planning 
a further study of the forces affecting the asset growth of life insur- 
ance companies. 
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so FIGuRE 13 


; Capital Funds Available From Principal Savings Institutions, 1947-1957 
— (Billions of Dollars) 
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TaBLe 92.—Data for figure 18: Capital funds available from principal savings 
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Ip institutions, 1947-57 

16 «Cf [Billions of dollars] 

n SSS ao ] ae 

»f i | Life Savingsand| Mutual | Commer- | 

4 Year | insurance | loan asso- | savings | cial banks| Total 

h companies | ciations | banks 

id | af 

n- 3.0 | 1.5 | 0.9 | 1.8 | 7.2 
3.4 | 1.2 | 1.0 | LZ | 7.3 

or 3.7 | 12 1.0 | 1.3 | 1.3 

} 3.7 | 23 1.0 | 6 7.4 

- | 3.7 2.0 | = 2.4 | 8.9 

ig | 4.5 | 3.0 | 1.7 | 4.2 | 13.4 

é 4.8 3.7 | 1.8 4.5 | 14.8 

T- 5.1 | 4.3 | 2.0 | 4.9 | 16.3 
5.4 5.6 | 2.0 1.9 15.0 
4.8 | 4.7 | 2.1 | 3.1 | 14.7 
4.8 | 48 | 1.8 | an 17.3 
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4 Preliminary. 
Norge.—Components may not add tojtotals because of rounding. 
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The data for savings and loan associations show the great growth 
by these institutions in the postwar period, from a net contribution of 
$1.2 billion to the capital markets in 1948 to a peak of $5.6 billion in 
1955 and a sloping off in the past 2 years. It is interesting to see the 
parallel between the savings and loan association and the life company 
data in the past few years. The peak in the savings and loan associa- 
tion figures in 1955 is very likely associated with the high level of 
mortgage activity in that year. The tapering off in 1956 and 1957 
may be in part a reaction of savers to the general price rise in those 
years and the developing public concern about “creeping inflation.” 
In 1957, at least, it undoubtedly reflected the competition of commer- 
cial banks. 

The figures for mutual savings banks show moderate growth, es- 
pecially from 1952 through 1956. The decline in 1957 is again prob- 
ably explainable in terms of inflationary concern, and more impor- 
tant competition with the increased interest rate paid by commercial 
banks. 

The funds contributed via the time deposits of commercial banks 
show greater fluctuation, but even here a rising trend seems evident. 


Trends in the supply of capital available from other selected non- 
bank sources 

Turning to figure 14 and table 93, several brief comments will suffice. 
As noted earlier, the United States Government component includes 
various Government funds such as OASI, the railroad retirement fund, 
the national service life insurance fund, the unemployment insurance 
fund, and the like. It also includes FNMA as a source of funds for 
the purchase of mortgages. These figures, like those of the State and 
local government funds, need no particular comment, and the same is 
true of the fire and casualty companies. The pronounced growth in 
the uninsured corporate pension funds emerges clearly. 
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Ficure 14 


Capital Funds Available From Other Selected Nonbank Sources, 1917-1957 
(Billions of Dollars) 
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TaBLE 93.—Data for figure 14: Capital funds available from other selected 
nonoank sources, 1947-57 


[Billions of dollars) 
U.S. Gov-} States and 


Year ernment | local gov- 
ernments 





Corpora- Fire and | Corpora- All 
tion pen- casualty tions others | Total 
sion funds | companies 











3.3 a2 0.6 | 0.8 1.9 4.4 12.1 
SU cian canncesceeciiean 2.9 7 .7 | 1.0 | 36} 43 132 
| ORE 2.6 | - 8 | 1.1 | 3.1 3.2 11.5 
SAAR es 1 | 1.6 9 | .8 8.2 3.2 14.8 
Og il ses ce cell Bee 3.8 | 1.5 1.4 | 7 3.4 1.2 12.0 
ial hecectcinintniaptisiaegion 4.2 | 2.1 1.5 1.2 3.6 5.8 18.4 
eR acheichodctdanygents 2.9 | 2.5 1.8 | 1.3 2.4 5.4 16.3 
TR rn saieicaaihiccans 1.4 | 2.9 1.9 | 1.2 1.7 9.8 
Sieh ladies decinntcndigedenins 2.6 | 1.9 2.1 | .9 9.1 9.9} 26.5 
ei chic aucereindhicdsau 3.1 | 1.7 2.4 5 .2 9.5 17.4 
ici ecesesiniesshtibinaabasanedate 2.4 | 1.8 2.5 8 3.2 8.4 19.1 

' | 





® Preliminary. 
Norte.—Components may not add to totals because of rounding. 


Some comment on corporations as a source of funds is needed. As 
will be noted, corporations showed a sharp peak in funds available in 
2 years, 1950 and 1955. For the most part, however, these funds have 
only an indirect bearing on the long-term capital markets because most 
of them represent the extension of trade credit, consumer credit, and 
the purchase of shorter term Government securities. 

In addition to individuals and unincorporated business, the item “all 
others” includes a wide variety of other sources—investment com- 
panies, personal trusts, nonprofit institutions, fraternal! benefit so- 
cleties, credit unions, foreigners, and brokers and dealers. It is derived 
mainly from the SEC estimates of personal savings. Despite the wide 
variety of components, it shows an upward tendency over the period. 


Trends in the uses of capital funds for real estate mortgage financing 
Turning to figure 15 and table 94, which show the uses of capital 
funds in the real estate mortgage market, the steady upward use of 
funds for residential financing is immediately apparent. The net in- 
crease in residential mortgage debt shows two cyclical peaks in 1950 
and 1955, but the general trend is, of course, upward. The big ques- 
tion today is what will happen this year and next in response to the 
increased availability of residential mortgage credit on easier terms. 
The chart shows that the net use of funds for commercial and indus- 
trial mortgage financing is relatively small compared with residential 
financing. The comparative stability of commercial and industrial 
mortgage financing is perhaps explainable by the fact that these are 
conventional mortgages on which the rates are flexible so that these 


mortgages fare well in competition with business financing through 
bond issues. 





a 


or OW FOO Mh 


LS 
in 
78 
st 
d 


D- 


le 


uJ 
al 
of 
n- 
0) 


16 


STUDY OF MORTGAGE CREDIT 217 
Frieure 15 


Uses of Capital Funds in the Real Estate Mortgage Market, 1917-1957 
(Billions of Dollars) 
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TasLE 94.—Data for figure 15: Uses of capital funds in the real estate mortgage 
market, 1947-57 





[Billions of dollars] 
| Residen- Commer- | Farm 
Year | tial mort- | cial mort- mort- Total 

gages gages | gages 
ON ee 5.7 | 1.3 0.2 7.2 
REIN a SEE ES a ee eae eT eee eRe Se | 5.9 1.2 - 7.3 
RE POET MOSER ee aed | 5.3 | i) 3 6.5 
as uiatci eines biekgralotnuummnsee 8.7 .9 5 10.1 
a aa aaellet each 7.8 | at 6 9.5 
Rp at litalscenictacrcicenddcominns dancer 7.5 | 1.0 | 6 9.1 
ek a a a eta ulin gelatinase 8.2 | 1.2 | 5 9.9 
a elisa 10.2 | 1.8 | 5 | 12. 5 
a a tirana 13.3 2.0 S 16. 2 
a ee | 12.0 | 2.0 8 14.7 
sin | 9.5 1.5 6 11.6 

i 








1 Preliminary. 


NotTe.—Components may not add to totals because of rounding. 


The net increase in farm mortgages shows a steady rise, but it is, 
of course, a relatively small component. 

Trends in the uses of capital funds in corporate financing 

Figure 16 and table 95 show the uses of capital funds in corporate 
financing. These figures are, of course, for the net increase of cor- 
porate bonds and stocks outstanding, i. e., they measure the net increase 
of external financing. They do not include the capital funds plowed 
back directly by corporations from earnings because the focus in this 
bulletin is on funds going through the capital markets. 

As will be noted, corporate bond financing showed peaks in 1948, 
1952-53, and in 1957. Despite the cyclical pattern, an upward trend 
isevident. The net issues of corporate stocks show considerably more 
stability but seem to parallel the movement of corporate bonds. 
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FIGurReE 16 


Uses of Capital Funds in Corporate Financing, 1917-1957 


(Billions of Dollars) 


Corporate Stocks 


Corporate Bonds 





19h 1950 1952 195k 1956 


219 


TABLE 95.—Data for figure 16: Uses of capital funds in corporate financing, 


1947-57 


[Billions of dollars] 





| | l | 
Year Corporate | Corporate | Total || Year 


| | 


bonds stocks 


| Corporate | Corporate | 
| 





bonds | _ stocks 

en peti ree 
er 3.0 1.2 | 4.2 1953 
ne 4.7 | 1.1 | 5.8 || 1954 
1949 3.3 1.3 | 4.6 1955___. 
BOR Seo 2.0 | 1.5 3.5 || 1956 
Ba cietad tendons 3.6 | 2.3 5.9 DT Paik bein 
I cis etait nanan 4.9 | 2.4 7.3 


1 Preliminary. 


NotE.—Components may not add to totals because of rounding. 
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The uses of capital funds in residential mortgages, commercial mort- 
gages, and corporate securities 

Figure 17 and table 96 draw upon data presented earlier. This chart 
is included because it shows clearly the interesting relationship be- 
tween the residential mortgage market and the corporate bond market. 
One fact is clearly evident, that until 1957 the net increase of resi- 
dential mortgage debt has consistently been in excess of the net in- 
crease in corporate bonds and stocks. Only at the peaks of corporate 
financing ee the troughs of residential mortgage financing have these 
two major sectors been on a par. At frequent intervals in the past 
decade we have heard the complaint that residential construction has 
not received a fair share of the total capital funds, and the villain 
has usually been made out to be corporate financing. This chart does 
little to provide justification for this idea. Of course, this may not 
be an entirely fair comparison because these figures do not, as noted 
earlier, cover internal financing by corporations, but neither do the 
residential financing figures include the equity financing in residences. 
Perhaps, also, the comparison might have been fairer if some portion 
of commercial and industrial mortgage financing were added to the 
corporate financing. 

It is also interesting to note how the peaks in residential mortgage 
financing have coincided with the troughs in corporate financing. 
This was true in 1950 and substantially true also in 1955. Likewise, 
in 1952 the peak in corporate financing coincided with the trough 


in residential mortgage financing, and the same thing occurred again 
in 1957. 
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Fievure 17 


Uses of Capitel Funds in Residential Mortgages, Commercial 


Mortgages and Corporate Securities, 19);7-1957 
(Billions of Dollars) 
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TABLE 96.—Data for figure 17: Uses of: capital funds in residential mortgages, 
commercial mortgages and corporate securities, 1947-57 


[Billions of dollars] 











Residen- Commer- | Corporate Residen- Commer- | Corporate 
Year tial mort- | cial mort- securities Year tial mort- | cial mort- | securities 
gages gauges gages gages 

1947 1. 7 1.3 4.2 1953 8.2 1.2 6.7 
1948 ».9 1.2 5.8 1954 10.2 1.8 5.6 
ee 53 Q | 4.6 || 1955 13.3| 20 | 6.1 
1950 8.7 y 3.5 1956 12.0 2.0 | 7.2 
ee 7.8 1.3 1.9 1957 ! 9.5 1.5 10.1 
EE ecete 7.5 1.0 1.3 | 


i Preliminary. 


NoTe.—Corporate securitieS exclude shares of open-end investment companies 


There is a good reason for this interrelationship, as will be’more 
apparent in later charts. It has its origin in the fixed interest rate 
on Government-insured and guaranteed mortgages. In 1951 and 1952 
corporations bid strongly for relatively scarce capital funds, and 
through their ability and Ww illingness to pay higher interest rates were 
able to attract funds. Because of the fixed interest rate on FHA and 
VA mortgages, funds for these mortgages were less readily availa- 
ble and the net increase of residential mortgages as a whole declined. 
On the other hand, as corporate financing declined in late 1953 and 
in 1954 and yields on corporate bonds were reduced, capital funds 
became available again and were attracted to the then relatively 
high fixed rates on Government-insured and guaranteed mortgages. 
Demand for mortgage financing on very easy ¢ redit terms was effective 
in bringing about a sharp increase in residential mortgage debt in 
1954-55. Again in 1956 and especially in 1957 the heavy demand 
for corporate funds pushed interest rates on corporate bonds up to 
the point where funds available for the purchase of fixed-interest FHA 
and VA mortgages were sharply reduced. Thus, the peaks and val- 
leys of residential mortgage and corporate financing have in the post- 
war period been linked together by the fixed-interest rate on Gdvern- 
ment-insured and guaranteed mortgages. 


Movements in the uses of capital funds in Government financing 

Another area of competition for residential mortgage financing is 
the use of capital funds to finance the Federal and State and local 
governments. Figure 18 and table 97 show the net uses of funds for 
these purposes. As indicated in table 97, the Federal Government re- 
duced its outstanding debt in 1947, 1948, 1950, 1956, and 1957. As 
Federal debt is reduced, of course, funds are released to the capital 
markets. From 1951 through 1955, however, the net increase of 
Federal debt was a substantial factor on the demand side in the short 
and long-term credit markets. 

The figures for State and local government financing show a rising 
trend so that they are today a substantial factor in the capital markets. 
It seems evident that the upward trend will continue and may 
accelerate. 
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Ficure 18 


Uses of Funds in Government Financing, 1917-1957 
(Billions of Dollars) 








1948 1950 1952 195k 1956 


TABLE 97.—Data for figure 18: Uses of capital funds in Government financing, 
1947-57 


{Billions of dollars] 





| U.S. Gov-| State and | U. 8. Gov-| State and 

Year ernment | local secu- Year ernment | local secu- 
rities | | |  rities 
ON tle ie tl —2.5 | Oey... =... 7.8 | 3.6 
NOOR ic diccccccecanspckoad —4.1 | NCTE asks nmiccinonensnne 3.6 | 4.4 
1949. a sen 4.3 | a 2.0 | 3.7 
BR. sc Sccecicineracctie theacwncaaet —.5 | oo) aS —4.1 3.4 
Re eae ee aaa etch 2.8 Bi te EE Fe awiiiwknoknadnmnnetes —1.7 | 4.6 
RIC ate eet oes 7.9 2.9 


! Preliminary. 


Trends in the sources of residential mortgage funds 


Figure 19 and table 98 show the trends in residential mortgage 
financing by selected lending groups. The eye-catching figures are, of 
course, those of the savings and loan associations, where the net in- 
crease in residential mortgage holdings rose from $1.3 billion in 1949 to 
$5.2 billion in 1955, with a decline to $4.3 billion in 1957. 
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Ficurs 19 


Sources of Residential Mortgage Funds, 1917-1957 
(Billicus of Dollars) 


Savings & Loan 
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TABLE 98.—Data for figure 19: Sources of residential mortgage funds, 1947-57 


[Billions of dollars] 
Life Savings Mutual United Corporate 
Year insurance | and loan savings Commer- States pension All Total 
companies | associa- banks cial banks | Govern- funds others 
tions ment 
EF acerca La LZ 0.4 1.8 (4) (3) 0.8 5.7 
tkikuninmaks ie 1.4 .8 La 0.1 (?) 7 5.9 
Rs rales ne aes 1.6 1.3 8 -6 5 (3) 5 5.3 
PR éeinenean 2.7 2.0 1.5 1.8 3 (2) 5 8.7 
BE on chiinneione 2.6 1.9 1.5 8 6 (3) 4 7.8 
SE sceoeminiaas 14 2.8 1.3 9 5 (‘) 6 7.5 
_, ee 1.5 3.5 1.5 Pe 4 (t) -6 8.2 
ae aiesiecins 2.0 4.2 1.9 1,2 (1) (1) 9 10.2 
Acedenee 2.6 5.2 2.4 1.7 3 () 11 13.3 
Be ceinaeman 27 4.2 2.2 1.1 5 0.2 ae 12.0 
cease 1.5 4.3 1.3 mn i on 1.1 9.5 
| 

1 Under $50,000,000. 

3 Included with all others prior to 1952. 

* Preliminary. 


Notge.—Components may not add to totals because of rounding. 


The cyclical pattern of the net increase in residential mortgage 
holdings by life companies is in sharp contrast to the steady upward 
movement of the savings and loan associations. As will be noted in 

20, the reason is, of course, that life insurance companies invest 
in several different types of outlets, whereas the savings and loan asso- 
ciations are limited almost entirely to the mortgage market. The in- 
vestment by life insurance companies in conventional residential 
mortgages is highly stable. The reasons are (1) Because of interest- 
rate flexibility, conventional mortgages can adjust to competitive 
changes in other areas of the capital market; and (2) life companies 
desire to maintain a stable flow of funds into the residential mortgage 
market in order to make the most efficient use of their mortgage organ- 
izations. The cyclical pattern of life company investment in resi- 
dential mortgages is confined almost entirely to the Government-in- 
sured and guaranteed part of the market. As noted earlier, and as 
will be especially apparent in figure 20, the fixed-interest rate on FHA 
and VA mortgages causes them to be unattractive in periods of rising 
demand for corporate funds. 
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Fieurs 20 


Net Uses of Funds in Selected Investments of Life Insurance Companies, 19);7-1957 
(Billions of Dollars) | 
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TABLE 99,—Data for figure 20: Net uses of funds in selected investments of life 
insurance. companies, 1947-57 


[Billions of dollars] 





Residential Corporate United State 
Year mortgages bonds States Gov- and local 
ernments securities 
OE icicicrcncas 1.1 2.9 | —1.6 (1) 
Bi catcantaudcsannny senaksssanedie edad ce 1.7 4.1 | —3.3 0.3 
1949___- Mavens’ eee beatin’ 1.6 2.5 | —1.5 ee 
1950- aSsasseney a2. 2.7 ‘7 —1.8 1 
1951_-- i 2.6 | 2.6 | —2.5 | (!) 
1952___. : ‘ 1.4 | 3.0 —.8 | () 
BG Eh cet AR ibn llobaoas. 1.5 2.6 —.4 | Ls 
1954 sia lia isan deac calty wnat ante ea Ges 2.0 2.0 —.8 | .6 
1955 | 2.6 1.8 —.5 2 
Bh crite ntng caida Secnakentenssaesiees 2.7 | 1.9 —1.0 | 2g 
BI sate sss inte insig abionaces P 1.5 2.4 —.4 .1 


1 Under $50,000,000. 
2 Preliminary. 
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| 
| 
| 
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The same cyclical pattern is revealed in the case of the mutual sav- 
ings banks, except it is not quite so pronounced. This would be 
expected on the basis that savimgs banks are much more committed 
by tradition to investment in mortgages. Figure 21 shows, however, 
that they do respond to comparatively more attractive rates on cor- 
porate bonds. This competition is perhaps less pronounced because 
savings banks do not as a rule purchase corporate bonds as direct 
placements where the rate inducements are likely to be greater than 
in the publicly offered corporate bond market. 

Similarly, the commercial banks show the same cyclical pattern in 
their mortgage financing. The reason again is related to interest-rate 
flexibility versus rigidity, as will be considered in connection with 
figure 22. 

Just a few more brief comments on figure 19. The figures for United 
States Government refer to residential mortgage purchases by FNMA 
and direct VA loans. The movement of these figures is keyed, of 
course, to Government support of the mortgage market at fixed in- 
terest rates at times in which private lending institutions are shifting 
funds to areas of the capital markets in which rates are competitively 
more in line with market forces. 

The figures on residential mortgage investments by uninsured pen- 
sion funds have been available for only a short time. They show the 


possible beginning of a movement into residential mortgages by these 
funds. 


Net uses of capital funds in selected investments of life-insurance com- 
panies 

Figure 20 and table 99, which show the net uses of capital funds in 
selected investments of life-insurance companies, provide further in- 
sight into the postwar capital markets. The lower panel of figure 20 
indicates that in the years 1947 through 1957 the life-insurance com- 
panies reduced their holdings of United States Government securities 
on a net basis by $14.6 billion. The heaviest amounts were $3.3 billion 
m 1948 and $2.5 billion in 1951. Since the unpegging of the Govern- 
ment securities market in 1951 the annual amount of reduction has 
fallen to a lower level, and, in any event, United States Governments 
are now down to about 7 percent of total life-company assets. 
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Generally speaking, the relatively high level of life-company invest- 
ments in the corporate bond and residential mortgage markets through- 
out the postwar period has been made possible by the reduction in 
holdings of Government securities. This is highly significant to the 
corporate bond and residential mortgage markets because it means 
that with holdings of Governments now at comparatively low levels 
the future contribution of life companies to these markets will be 
limited primarily to the net growth in funds. 

Of significant interest is the relationship between the movement of 
net additions to residential mortgages and the movement of net addi- 
tions to corporate bonds. The strong cyclical movement of each use 
of funds, and the correspondence between peaks in residential mort- 
gage financing and Seelie in corporate bond financing, is noteworthy. 
Likewise, it is interesting to observe the way peaks in corporate bond 
financing coincide with troughs in residential mortgage PaO The 
explanation is, of course, the sensitivity of investment policy by life 
companies, on the one hand, and the fixed-interest rate on FHA and 
VA mortgages, on the other. As noted in the discussion of figure 18, in 
a period of increasing demand for corporate funds, with interest rates 
rising, life insurance companies shift funds away from the fixed and 
less attractive rates on F and VA mortgages to the more attractive 
return on corporate bonds. In a period of decline in corporate financ- 
ing, on the other hand, such as in late 1953 and in 1954 life company 
funds flow into the then attractive VA and FHA mortgages. 


Trends in net uses of capital funds in selected investments of mutual- 
savings banks 

Figure 21 and table 100 show the trends in selected investments of 
mutual-savings banks. The similarity to the life-insurance company 
pattern in the postwar period isapparent. Although the savings banks 
were slower to reduce their holdings of United States Government se- 
curities, they reduced these holdings by $4.2 billion in the period 1947- 
57, with the peak coming in 1951. The principal beneficiary was the 
residential mortgage market as the savings banks shifted the proceeds 
of the sale of Governments into higher yielding mortgages. In 1955 
there was even a net disposal of corporate bonds in order to add to 
holdings of higher yielding mortgages. 
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FIGURE 21 


Net Uses of Funds in Selected Investments of Mutual Savings Banks, 197-1957 
(Billions of Dollars) 
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TABLE 100.—Data for figure 21: Net uses of funds in selected investments of 


mutual savings banks, 1947-57 


[Billiens of dollars] 


Residential Corporate United State 
Year mortgages bonds States Gov- and local 
ernments securities 


1947 0.4 0.2 0.2 
1948 a . 

1949 . 8 
1950 - 
1951 
1952 
1953 
1954 
1955 
1956 


Seer eee... 


tomer 


' 
RO ee ee ee ee 


et 
| 


1 Under $50 million. 
2 Preliminary. 


Likewise, just as in the case of the life companies, there is a tendency 
for the savings banks to show a trough in the net addition to corporate 
bond holdings at the same time that a peak occurs in the net addition 
to holdings ‘of residential mortgages. Also, the peaks in corporate 
bond financing by savings b: inks tend to coincide with the low points 
in residential mortgage financing. These tendencies are much less 
pronounced than in ‘the case of life companies, probably for two main 
reasons: (1) mutual savings banks by tradition have a more stable 
flow of funds into residential mortgages, and (2) most of the bonds 
purchased by mutual savings banks are public oiler ings on which the 
yields are less likely, as a rule, to move to as attractive spreads over 
residential mortgages as is true of corporate issues sold directly to 
life insurance companies. 

Nonetheless, the effectiveness of attractive yields on publicly of- 
fered corporate bonds is demonstrated vividly by the sharp increase 
in such holdings by savings banks in 1957 and the correspondingly 
sharp decrease in residential mortgage financing. In this case also 
the basic cause undoubtedly lay in the fixed interest rate on VA and 
FHA mortgages and the rising yields on corporate bonds. 

Here again it is worth noting that the liquidation of Government 
securities by savings banks made possible a considerably higher level 
of residential mortgage financing than would have been possible 
otherwise. 

Trends in net uses of capital funds in selected investments of com- 
77L¢ reial banks 

Because of the basically different nature of commercial banks, com- 
ment on figure 22 and table 101 will be brief. Here again, perhaps 
the most significant point to note is the cyclical movement in the net 
increase in holdings of residential mortgages. This chart does not 
show bank loans, and it is undoubtedly true that in periods of rising 
business and industrial demand for loans, at rising rates, commercial 
banks have shifted away from the fixed rates on Government-insured 
and guaranteed mortgages. The peaks of residential mortgage financ- 
ing in 1950 and 1955 coincide with periods in which the huge demand 
for residential mortgage funds and the reduced demand for cor porate 
financing made it natural for the commercial banks to be active in 
residential mortgages. 
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The peaks of net additions to holdings of Government securities in 
1949 and 1954 are the product of easy money policy by the monetary 
authorities. With reserves available, the banks acquired Government 
securities. The periods of heavy reduction in holdings of Govern- 
ments are occasioned by the need to raise funds to meet the rising de- 
mand for loans and mortgage financing. 


FIGURE 22 


0.1 § Net Uses of Funds in Selected Investments of Commercial Banks, 197-1957 
(Billions of Dollars) 
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TABLE 101.—Data for figure 22: Net uses of funds in selected investments of 
commercial banks, 1947-57 


{Billions of dollars] 











, | Residential Corporate United State 
Year | mortgages bonds | States Gov- | and local 
| ernments securities 
| 

a | 1.8 | —0.1 | 5.8 | 0.9 
a a 1.1 —.3 | —6.2 | 4 
¢ .6 | a1 4.3 9 
1.8 | 1 —5.0 1.6 
.8 —.2 —.2 1.1 
9 —.2 1.8 1.0 
SI cer bialedae tei 3 .6 
1.2 —.1 5.5 1.8 
7 -.1 —7.2 “a 
1.1 _ —3.0 - 
ae Rakim aiden —.3 1.0 


1 Preliminary. 


Trends in net uses of capital funds in selected investments of unin- 
sured corporate pension funds 

Finally, figure 23 and table 102 show the net uses of capital funds 
in selected investments of uninsured corporate pension funds. The 
steady rise in holdings of corporate bonds is, of course, well known. 
In recent years pension funds have become a more and more important 
factor in the direct placements market. It is interesting to note that 
after having been a net purchaser of Government securities over the 
period, Governments were liquidated on balance in 1956-57. 

It is also interesting to note that the pension funds are beginning to 
“vet their feet wet” in the residential mortgage field. We may be in 
the midst of an acceleration in this movement as mortgages become 
more attractive. 
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FIGURE 23 
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Net Uses of Fands in Selected Investments of Corporate Pension Funds, 197-1957 


(Billions of Dollars) 


Corporate Bonds 





19L,8 1950 1952 195) 1956 


TABLE 102.—Data for figure 23: Net uses of funds in selected investments of 


corporate pension funds, 1947-57 


[Billions of dollars] 


| Residential Corporate | United 








| 
State 
Year | mortgages | bonds | States Gov- and local 
| | ernments securities 

ih a SO a al | $0.3 $0. 2 
his 5. co cici= ad biel pain anata mmc oabeinncioks, Salacts } .4 wi -_ 
ETE a a ap ek eer es am ‘s | .4 .3 
Ne Pio Na fst 2 Ke oe Ee Pe Me Be | 6 1 | 
NE EAL RE EI ee, SRE BRE A CS Ea Se = “2 oe je Sisadvencassa 
a ar | (1) 1.0 | | Accupustemmncaess 
RR ch ce es eee eae ee tee ee (4) 1.0 | <0 Riceimueanionaen 
Re a e = a < a (1) 1.2 Cee lo istaeeeeen 
1955__ a a a ee ae (1) .9 I Micnnsachanas anidentabntiaths 
a ee $0. 2 1.5 —.2 . 
OU Mase he saath ccmnwsca tn eiauieiee abi 1.7 —.3 


1 Under $50 million. 





2 Preliminary. 
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SOME QUESTIONS REGARDING THE FLOW OF CAPITAL FUNDS INTO 
RESIDENTIAL CONSTRUCTION, 1947-57 


After having reviewed the various postwar trends in the capital 
markets, with particular reference to residential mortgage financing, 
it may be helpful in conclusion to consider three questions, as follows : 
(1) Has there been a shortage of funds for residential financing in the 
postwar period? (2) Has there been sufficient stability in the flow 
of funds into residential mortgages? (3) How do rigid interest rates 
on Government-insured and guaranteed mortgages affect the supply 
of funds for such mortgages? All of these questions are interrelated. 

With regard to the first question, the charts and tables presented 
suggest that on the whole during the postwar period the residential 
mortgage market received an abundant portion of the available 
capital funds. A substantial portion of the Government securities 
disposed of by investing institutions went into residential mortgages. 
At times during the postwar period, perhaps too much money went 
into residential mortgages, and at others perhaps too little. It is 
significant, perhaps, that the inflation in housing costs has been greater 
than in most other areas of the economy. 

Regarding the second question—namely, is there sufficient stability 
in the flow of capital funds into residential mortgages ?—it is clear 
from the charts that the residential mortgage market has ce 
plagued by instability. In particular, there has alw ays been either a 
feast or a famine in the availability of VA and FHA funds. The 
flow of conventional mortgages has been much more regular. 

The basic reason for instability in the flow of funds into VA and 
FHA mortgages was touched on in the earlier discussion. It lies 
almost entirely in the rigid rate on FHA and VA mortgages. At 
every turn in our postwar economy in which the business and indus- 
trial demand for capital funds has risen, and interest rates on corpo- 
rate bonds have increased, the fixed rates on FHA and VA mortgages 
have reduced their attractiveness. At other times, as business and 
industrial financing demands have declined, and corporate bond 
yields have dec reased, ‘apital funds have flowed heavily into the VA 
and FHA mortgage field where rigid rates provided a new attractive- 
ness for these mortgages. It seems clear that so long as interest rates 
in the Government-insured mortgage market are not free to reflect 
general capital market demand and supply conditions, we are bound 
to experience sharp cyclical ups and downs in the residential mortgage 
market. 
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THE EFFECTS OF MONETARY POLICIES ON THE 
RESIDENTIAL MORTGAGE MARKET 


JAMES J. O'LEARY, Director of Economic Research, Life Insurance 
Association of America, New York, N. Y. 


This paper is in response to the following questions: 
£q 


How have the volume and price of nonfarm residential 
credit been affected by policies of the Federal Reserve Board 
during the period 1948-57? What principles can be drawn 
from this experience, which principles may be used to formu- 
late policies of the F ‘ederal Reserve Board duri ing the period 
1961-70? How should Federal programs be supplemented 
or modified to achieve a more balanced impact of Federal 
Reserve Board policies upon all major sectors of the economy ? 


During the postwar period the real-estate-mortgage market has 
become increasingly aware of the impact of monetary policies. It is 
not an exaggeration to say that nowhere in the business community 
has more effort been expended on understanding and appraising ey 
effects of Federal Reserve policies than in the mortgage banking fr: 
ternity. Their vital interest in the impact of monetary policies is ie 
haps exceeded only by that of the homebuilders, who have also come 
to appreciate that the Federal Reserve can exert an important in- 
fluence on housing. The purpose of this paper is to review the effects 
of Federal Reserve policies on the residential mortgage market in 
recent years and to consider the implications of these effects. 


COMPONENTS OF THE RESIDENTIAL MORTGAGE MARKET 


Before turning to the impact of monetary policies on the residential 
mortgage market, it will be helpful to distinguish between several 
component parts of the market. This is because the i impact of mone- 
tary policies falls somewhat differently upon these parts. First, it is 
useful to distinguish between Government insured and guaranteed 
mortgages, on the one hand, and conventional mortgages, on the other. 
For the purposes of this paper, the basic distinction is that the inter- 
est rate on Government insured and guaranteed mortgages is a regu- 
lated rate. Whatever yield-flexibility exists for investors in this area 
comes about through discounts or premiums. Because of the regu- 
lated rate, this sector of the capital market is vitally affected by 
changes in overall capital market conditions. On the other hand, 
the interest rate on conventional residential mortgage loans, although 
sluggish in movement, is free to reflect and respond to capital-market 
changes. Other important differences are that the Government in- 
sured and guaranteed mortgages are characteristically low-down-pay- 
ment, long-amortization- period mortgages, whereas State law and 
custom place the conventional loans characteristically on a much 
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higher-down-payment and a shorter-amortization basis. There is 
also, of course, the Government insurance or guaranty in the one case 
and the absence of it in the other. 


SOME IMPORTANT CHARACTERISTICS OF RESIDENTIAL MORTGAGE FINANCING 


Before proceeding with a discussion of the impact of monetary 
policies upon the residential mortgage market, it will be helpful to 
consider briefly certain characteristics of the market which have an 
important bearing upon the impact of monetary policies. Of primary 
significance is the fact that mortgage financing is characterized by the 
forward-commitment procedure. This means, for example, that a 
residential builder, prior to obtaining construction financing from a 
commercial bank, seeks a commitment for permanent financing from 
an investor such as a life insurance company or a mutual savings bank. 
Terms of the financing are specified in the forward commitment. The 
forward commitment is thus an essential and indispensable part of the 
financing process. 

The forward-commitment process is particularly important in the 
case of new construction because of the time lag involved. A forward 
commitment made by an investor in April, let us say, on credit terms 
prevailing in April may finally result in the actual delivery of the 
mortgage and disbursement of fundsin November. The lag, of course, 
is related to the period of construction, but it may be considerably 
longer. Another way to view the forward-commitment process is 
that in a period of relatively easy credit and reduced construction 
activity a large volume of forward commitments may be built up, 
resulting in heavy construction activity at a later time. As will be 
developed in this paper, the forward-commitment process renders it 
exceedingly difficult for the monetary authorities to time the effect of 
their policies upon construction expenditures. 


A REVIEW OF RECENT HISTORY OF THE IMPACT OF MONETARY POLICIES ON 
THE MORTGAGE MARKET 


The most fruitful way to analyze the impact of monetary policies 
upon the real estate mortgage market is to review the history of these 
effects in recent years. For this purpose the period from mid-1950 
has been chosen because it carries through the experience with direct 
controls under regulation X, as well as through the experience under 
general credit controls. 


The experience with regulation X 


It will be recalled that when the Korean war broke out in mid-1950 
we were in the early stages of a boom in our economy which was 
spearheaded by the sharp rise in residential construction. At that 
time the Federal Reserve was still supporting the prices of Government 
securities at above par. As the demand for residential mortgage credit 
(especially Government insured and guaranteed credit) grew, there 
was an open invitation to institutional investors to extend forward 
commitments to purchase mortgages on the assumption that, if neces- 
sary, the cash required to disburse these loans could be raised by the 
sale of Government securities. The significant point is that at this 
time institutional investors had little need to relate their forward 
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commitments to their cash flow; a large portfolio of readily salable 
Government securities at pegged prices made it certain that : ash could 
be raised to meet commitments almost regardless of how high these 
commitments became. 

It was in this climate that the Defense Production Act was passed 
in August 1950, one section of which authorized the Federal Reserve 
Board at the President’s direction to undertake control of the terms 
of Government insured and guaranteed mortgages. The act stipu- 
lated that, before deciding upon the exact form of the controls, the 
Federal Reserve must consult with industry advisory groups. 
Promptly after passage of the act the Federal Reserve was directed 
to place the controls in effect, and a series of meetings was held with 
advisory groups representing the homebuilders, the various lending 
institutions, and others. 

These meetings, which extended over several weeks, were essential 
to the drafting of an intelligent regulation in the highly complicated 
field of residential mortgage » credit. Regulation X, which was placed 
in effect in October, covered V irgin ter ritory and was drawn only after 
an expert group brought together by the Federal Reserve had given 
the matter very careful consideration. Unavoid: ibly, however, ‘these 
conferences gave the mortgage market a clear insight into the general 

nature of the regulation as it was in the formulation stage. When 
it was ultimately announced, about the only thing the market did not 
know in-advance was the actual downpayment and amortization terms. 

Given the nature of the residential mortgage market and the pegs 
on Government securities, the result was preordained. An exceedingly 
heavy volume of forw ard commitments on preregulation X terms had 
been built up prior to the effective date of the regulation. The size 
of this backlog of commitments is not known definitely, but there is 
general agreement that a major part of residential construction put 
in place during the life of regulation X was financed on preregula- 
tion terms on the basis of the advance commitments. Indeed, it is 
generally agreed that, because of the commitment backlog, regula- 
tion X was barely starting to be effective with regard to construction 
at the time that it was decided, in the spring of 19: 52, that the regula- 
tion was no longer needed. 

It is difficult to escape the conclusion that regulation X had little 
value as a means for promptly bringing under control the sharp in- 
crease in expenditures for residential construction in the critical year 
following its enactment. This is in spite of the fact that the regula- 
tion was carefully and expertly administered. The question may be 

raised, however, as to whether this means that direct credit controls 
will always be ineffective in the housing field. Was not the failure 
of regulation X largely the product of the conditions existing at the 
time, “namely, the willingness and ability of financial institutions to 
make a large volume of forward commitments, along with the require- 
ment for extensive consultation with industry advisory groups, which 
stimulated advance commitments? Was it not also the product of the 
pegged Government securities market which made possible the buildup 
of a large backlog of commitments? Undoubtedly, the failure of 
regulation X can be attributed to the circumstances of the time, but 
it is likewise true that, regardless of how direct controls of mortgage 
credit are instituted at some future date, they are likely to experience 
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similar frustrations. The residential mortgage market is a constantly 
changing one. This means that regulation X cannot be mere ‘ly dusted 
off in some new emergency; it would always have to be subjected to 
study by industry advisory groups, and the possibility of sharp build- 
ups in commitments would always exist. This drawback is entirely 
aside from the principal siortcoming of direct controls such as 
regulation X, namely, the great difficulty of enforcement. The resi- 
dential-mortgage business is ingenious in discovering new ways to 
operate, and the enforcement of downpayment and other terms would 
always be exceedingly difficult.’ 

The impact of general credit controls on the mortgage market in 1952 

and the first half of 1953 

Turning now to the impact of general credit controls on the mort- 
gage market, the first period to be reviewed is the period covering 
1952 through the first half of 1953. Before considering this period, 
however, it is worth pointing out that general credit controls are 
assumed to operate through regulating the availability of credit and 
thus affecting investment yields and the prices of assets. Implicit in 
the theoretical framework of the functioning of general credit controls 
is the assumption of perfect competition in the long- and short-term 
credit markets and of flexibility and sensitivity of interest rates. As 
will be stressed in the ensuing discussion, the insensitivity of interest 
rates on Government insured and guaranteed mortgages does much to 
explain the particular impact which monetary policies have had on 
the mortgage market. 

The pronounced rise in housing in 1950 was followed in 1951 by the 
development of an upturn in business and industrial expansion, espe- 
cially in the latter part of the year. The result of this heavy draft by 
business and industry on capit al funds was a steady rise in 1951 in in- 
terest rates on the securities of business and industry, where rates are 
highly sensitive to competitive market forces. Although rates re- 
mained fairly stable in 1952, they were still under pressure of demand. 
This industrial and utility demand for funds accelerated in the first 
half of 1953. As interest rates rose on corporate bonds and on the secu- 
rities and mortgages of business and industry generally in the latter 
part of 1952 and in the first part of 1953, the fixed rate of 4 percent on 
VA mortgages and 414 percent on FHA mortgages became less and 
less attractive to investors. Asa result, institutional investors reacted 
to this situation by further reducing their flow of funds into FHA and 
VA mortgages, and even on the ereatly reduced volume of new com- 
mitments ‘they insisted upon higher down payment and shorter amor- 
tization periods, as well as a better quality of credit in all respects. It 
might be wondered why the deepening of discounts on Government- 
insured and guaranteed mortgages could not have maintained the com- 
petitive position, yieldwise, of these mortgages. The answer is that at 
this time there was serious doubt that discounts on VA mortgages were 
legal. Moreover, the ease of public misunderstanding of discounts dis- 
couraged this practice with many responsible investors. 


2In addition to regulation X, the FHA has had power to vary credit terms on FHA 
loans within prescribed maximums ; because of the greater freedom to act promptly without 
advance notice, this form of direct control has been somewhat more useful. 
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There is little doubt that, as the pressures on the supply of credit 
developed in 1952 and into 1953, the restrictive monetary policy 
played an important role in the shift of investors away from the Gov- 
ernment-insured and guaranteed mortgage market. If the Federal 
Reserve had not pursued a restrictive credit policy, it is unlikely that 
the flexible and sensitive interest rates would have risen so sharply. 
Or, put another way, if the Federal Reserve had been willing to main- 
tain easy credit, the sensitive rates would not have risen so much, and 
more funds would probably have been available for Government-in- 
sured and guaranteed mortgages. The fact is, of course, that under the 
circumstances a failure by the Federal Reserve to restrict credit would 
have reinforced the inflationary forces already at work because of the 
heavy pressure of capital demand upon the limited supply of savings. 
The restrictive credit policy was, therefore, distinctly in the general 


public interest. 


It should also be made clear that, as the flow of funds into FHA 
and VA mortgages was reduced, not all the shift was into the securi- 
ties of business and industry. Rather, a large proportion of the re- 
maining flow of residential mortgage money took the route of con- 
ventional residential mortgages, where rates were more flexible and 
responsive to market forces. Consistently throughout the postwar 
period the flow of conventional mortgage loans has shown great sta- 
bility because of flexible interest rates. In addition, an increased flow 
of funds was directed into conventional mortgages on commercial 
and industrial properties. Thus not only was there a reduction of 
the overall flow of funds into mortgages in favor of bonds, but the 
funds remaining for mortgages were directed more heavily into con- 
ventional residential and business mortgages, where the rates are 
responsive to market forces. 

In the spring of 1953, as a result of the forces already outlined— 
namely, the heavy overall demand for capital funds relative to the 
supply of savings and the restrictive monetary policy—there devel- 
oped an acute shortage of Government-insured and guaranteed credit 
at rigid interest rates. This situation was made even more difficult 
from the viewpoint of the home-building industry by the Treasury 
issue of 314 percent bonds at that time, which attracted some funds 
from the mortgage market and contributed to a further rise in flexible 
long-term interest rates at the expense of the fixed VA-FHA rates. 
As noted earlier, the heavy discounts on Government-guaranteed mort- 
gages did not help the situation appreciably because of the question- 
able legality of the discounts and the possible adverse public relations 
involved in purchasing these mortgages at a discount. 

Under these circumstances it is not surprising that great pressures 
arose in the spring of 1953 for a greatly increased volume of pur- 
chases of VA mortgages by the Federal National Mortgage Associa- 
tion. Likewise, the volume of direct loans by the VA to veterans 
rose. Since FNMA debentures and Government securities issues to 
finance the direct VA lending were sold mainly to commercial banks, 
both of these programs brought commercial bank credit into the VA 
mortgage market and thus acted to negate Federal Reserve policy 
in this field. ‘ 

Late in the spring of 1953 a swift succession of events took place 
which completely altered the mortgage credit situation. First, the 
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VA increased the rate on VA loans from 4 to 4% percent, and the 
FHA rate was also raised from 414 to 414 percent. The purpose was, 
of course, to bring these rates back into line with competitive rates 
in other sectors of the capital market. At the same time, there was 
clarification in the law removing the fear that discounts on VA mort- 
gages would be considered illegal. This action was taken in the 
midst of growing signs that a business recession was developing. 
There followed in late spring, as a result, the sudden shift of Federal 
Reserve policy from one of credit restraint to one of greater ease. 
The outcome of this change in policy, plus the reduced demand for 
capital funds by business and industry, was a sharp drop in interest 
rates on industrial and public utility securities, as well as on Gov- 
ernment securities. 


The impact of monetary policies on the mortgage market in the second 
half of 1953 and through 1954 

It will be recalled that, after changing the direction of monetary 
policy in the spring of 1953, the Federal Reserve moved by a suc- 
cession of steps in subsequent months to “active ease.” Along with 
the decline in demand for capital funds by business and industry, 
this policy contributed to a marked drop in the sensitive and flexible 
interest rates throughout the capital market. The decline was pro- 
nounced in the case of corporate bonds and somewhat less marked in 
the case of conventional mortgages, both residential and busines mort- 
gages. In a matter of weeks, or as early as June 1953, the status of 
VA and FHA mortgages changed abruptly. Instead of being a drug 
on the market, they suddenly became most attractive at a gross inter- 
est rate of 414 percent and a net return after costs of about 334 percent. 
As might have been expected, therefore, institutional investors prompt- 
ly expanded their VA and FHA commitments in the second half of 
1953. This is shown by the fact that new commitments by institu- 
tional investors to make VA loans, in particular, rose most sharply at 
an accelerating pace in that period. 

During the second half of 1953 the major effect of monetary policy 
seems to have been a prompt and pronounced increase in the availa- 
bility of VA and FHA mortgage funds. As already noted, of course, 
the reduced demand for funds in the business and industrial sector 
also placed a large part in this development. It might have been 
expected that, as the flow of funds into Government-insured and 
guaranteed mortgages increased, there would be a corresponding sof- 
tening of interest rates in this area. Actually, throughout the second 
half of 1953 there was little change in the prices of Government- 
insured and guaranteed mortgages at the 414-percent rate. The an- 
swer seems to have been that a large backlog of deferred demand for 
VA and FHA mortgage credit had been built up in the period of 
restraint. This deferred demand absorbed the accelerated flow of 
funds, with the easing which occurred taking the form of a gradual 
liberalization of other terms than interest rate. 

By early spring of 1954 the relative attractiveness of VA and FHA 
mortgage yields had become so great that a virtual deluge of funds 
flowed into this sector of the capital market. In order to put these 
funds to work, the market moved into 30-year no-downpayment 
financing, which soon became “no-no downpayment” financing, with 
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to sell houses. The outcome was a huge buildup of forward commit- 
ments to make VA and FHA mortgage loans, especially the former. 
The very easy credit terms succeeded in stimulating the demand for 
VA and FHA credit. The ease, however, was primarily in credit 
terms other than interest rate, which remained quite firm throughout 
the period. The contract rate was held at 414 percent, The huge 
buildup of VA and FHA commitments made necessary the increased. 
warehousing of mortgages with commercial banks by many instit¥s 
tional investors and loan correspondents in late 1954 and in 1955. 
This brought commercial bank credit into the mortgage market and 
became an increasing source of concern to the Federal Reserve au- 
thorities. 


The impact of monetary policies on the mortgage market in the 
period 1955-57 

The housing boom which began to develop in 1954 reached its peak 
in 1955. It was based, of course, on the forward commitments made 
in the second half of 1953 and in 1954. By the end of 1954, however, 
a slowdown of new commitments to purchase VA and FHA mort- 
gages had already become evident. The declining rate accelerated in 
1955. The main reasons for this development are twofold. (1) Many 
institutional investors were persuaded that, in view of the large 
buildup of commitments and the prospective acquisition of VA and 
FHA mortgages, a slowdown in new commitments would be advisable 
from the viewpoint of portfolio balance; (2) as a result of the housing 
boom and other forces, business and industry began to set new targets 
for expansion, and business and industrial capital demand started to 
move upward. The natural result was, of course, a rise in the yields 
of the securities of business and industry. 

As the business and industrial demand for capital funds began 
to develop in 1955 on top of the housing boom, the Federal Reserve 
authorities were required to move into a policy of credit restraint, 
and this policy acted to accelerate the rise of sensitive interest rates. 
Karly in 1955, therefore, a familiar pattern once again emerged in 
the mortgage market. In addition to a declining rate of new com- 
mitments by investors to purchase VA and FHA mortgages, the 
credit terms were tightened by investors on the new commitments. 
More and more emphasis was placed on conventional residential and 
business mortgages, where rates were sensitive to capital-market 
changes. Above all, early in 1955 a shift in the flow of funds to 
industrial and public securities got underway. 

This pattern became much clearer in 1956 and 1957 as the rise in 
business and industrial plant and equipment spending went forward. 
Rising interest rates in the sensitive areas of the capital market made 
the rigid rates on VA and FHA mortgages less and less attractive, 
and new commitments in that area declined steadily to very low 
levels. Concomitantly, increasingly large discounts were quoted on 
VA and FHA mortgages, but the availability of funds continued to 
decline in spite of the discounts because of the unwillingness of most 
mstitutional investors to purchase on a heavy-discount basis. Con- 
tributing to this situation, of course, was the restrictive credit policy 
of the Federal Reserve, which reinforced natural market forces lead- 
ing to rise in the more sensitive interest rates in the industrial and 
public utility financing field. 
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The outcome of this situation was a reduced volume of housing 
starts in 1956-57, with a larger and larger proportion being fin: inced 
on a conventional basis. Although the interest rate on FHA mort- 
gages was raised in stages to the present level of 514 percent in order 
to attract funds, the increases proved to be too little and too late to 
encourage much of an increase in funds in the face of highly attractive 

rates on ‘business and industrial securities and mortgages. 


The impact of monetary policies on the mortgage market—1958 

By autumn of 1957, it had become clear that a general business 
recession was underway, and as a result the monetary authorities 
began in mid-November to ease credit. Through a ser ies of cuts in 
the Federal Reserve discount rate, and through facilitating a buildup 
in the “free reserves” of commercial banks, the monetary authorities 
had by the summer of this year introduced a large measure of ease 
into the money market. The action of the authorities was reinforced 
by a decline in plant and equipment expenditures by business and 
industry as general business conditions receded. From ‘mid-November 
1957 through the first several weeks of this year, interest rates on 
corporate bonds declined shar ply. Asa result, based on the expecta- 
tion that yields on corporate bonds would decline throughout 1958, 
institutional investors directed more of their funds into residential 
mortgages. During the first 4 or 5 months, there was a significant 
buildup of residential mortgage commitments, m: iny for Government 
insured and guaranteed mortgages. The result was that in the first 
half of 1958 the seasonally adjusted rate of private housing starts 
accelerated. 

However, beginning in June a sharp rise in interest rates got under 
way. This was the product of a number of forces. Basically, it took 
place because of the heavy demand for long-term capital from busi- 
ness and industry (despite the recession) plus the demand on the part 
of State and local government units. Another factor contributing to 
the pushing up of interest rates in recent months was the sale of a 
moderate amount of long-term Government bonds by the United States 
Treasury. Still another factor is the inflationary psychology which 
is abroad these days, which has undoubtedly led to an inflation pre- 
mium in interest rates—that is, a premium to compensate for an ex- 
pected decline in the value of the dollar. A final reason for the rise 
in interest rates in the past several weeks was the reversal again of 
monetary policy since last August toward credit restraint as the Fed- 
eral Reserve became more and more concerned about a resurgence of 
inflationary forces. As flexible interest rates have risen, we are again 
witnessing a reduction in the attractiveness of Government insured 
and guaranteed mortgages with investors. This is, of course, because 
of the fixed interest raies on such mortgages. 


CONCLUSIONS 


The conclusions reached in this paper regarding the impact of mone- 
ts nd policies on the residential mortgage market are as follows: 
There can be little doubt that during the past several years mone- 
ts ns policies have had a highly significant impact upon the residential 
mortgage market. At times monetary policies have provided a stim- 
ulus to the mortgage market and at others have exerted a drag on it. 
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It is important to recognize, however, that basic changes in the demand 
for and supply of capital funds were the controlling influence in the 
mortgage market and that monetary policies had more marginal yet 
highly significant effects. 

. '[The experience with regulation X showed that direct controls 
are an inherently unsatisfactory device for controlling residential 
mortgage credit. Because of the need for advance consultation with 
industry advisory groups and the tendency for a buildup of forward 
commitments to take place, it is questionable whether this type of 
control could ever be made effective. This is to say nothing of the 
difficulty of enforcement. What is said here about regulation X 
does not necessarily apply to the form of direct control under which 
FHA has the power to alter its credit terms within the limits of 
prescribed maximums. 

3. With regard to the impact of general credit controls on the mort- 
gage mar ket, a number of conclusions emerge. Because of the fixed 

rate on Government insured and guaranteed mortgages and the in- 
effectiveness of discounts or premiums as a device for providing yield 
flexibility, a restrictive credit policy has usually contributed to a 
famine of Government insured and guaranteed credit, and an easy 
credit policy has usually contributed to a feast in this market. There 
has been a tendency by some to argue that this is in the public good 
because residential construction automatically becomes reduced in a 
period of industrial expansion and is stimulated in a period of declin- 
ing capital spending by business and industry. It can also be argued 
however, that the effect of monetary policy upon the Government 
insured and guaranteed mortgage market is open to question on equity 
grounds and grounds of social pr riorities, 

One conclusion which is clear is that general credit controls, as 
administered by the Federal oie authorities, will never function 
smoothly and impersonally in the residential mortgage field until 
the interest rate on Government insured and guaranteed mortgages 
is permitted to move freely and flexibly in response to capital-market 
forces. There is much merit to the suggestion that the FHA rate, for 
example, be free to reflect fully the ov erall market forces. This free- 
dom could be granted under the present statutory maximum of 6 
percent. U nless Government insured and guaranteed rates are free 
to react promptly to market forces, it must “be expected that general 
credit policy will be greatly handicapped in the mortgage-credit 
tield. 

Under the situation which has existed, there is inevitably great 
pressure on Government to see that credit is available to the VA or 
FHA market at the pegged rates through some device such as the 
expansion of FNMA’s purchases, direct Government loans, or the 
use of some fund such as the national service life insurance fund to 
purchase Government guaranteed mortgages. ‘Too often, of course, 
resort to expediencies such as these have run at cross-pur poses with 
the Federal Reserve actions and have greatly weakened the in fluen nee 
of monetary policy. This is to say nothing about the problem of « 
ordinating Federal Reserve policy with the credit-granting power 
of the Home Loan Bank System or the power that the FHA has over 
credit terms. 

Accordingly, the most important step to be taken in order to obtain 
regularity in the flow of private funds into Government-insured 
mortgages is to free the interest rate on such mortgages. 





THE IMPACT OF MONETARY POLICY ON RESIDENTIAL 
CONSTRUCTION, 1948-58 


WARREN L. SMITH, University of Michigan and Harvard University 


This paper was prepared in response to the questions : 


How have the volume and price of nonfarm residential 
credit been affected by policies of the Federal Reserve Board 
during the period 1948-57? What principles can be drawn 
from this experience, which principles may be used to for- 
mula policies of the Federal Reserve Board during the period 

1961-70? How should Federal programs be supplemented 
or saiied to achieve a more balanced impact of Federal 
Reserve Board policies upon all major sectors of the 
economy ¢ 

I. INTRODUCTION 


Residential construction has been sustained at very high levels 
since the end of World War II. In the decade 1948-57, 11 million 
private a dwelling units were started. an average of 1.1 mil- 
lion per year. This is substantially higher than the levels of con- 
struction re cial during the housing boom of the 1920's, although, 
of course, the level of total national output has also been substantially 
higher than in the earlier period. 

While the level of housing construction has, in general, been high, 
by past standards, it has also exhibited very substantial fluctuations 
from year to year, as can be seen in table 103. For example, housing 
starts increased by 37 percent from 1949 to 1950, dropped by 25 
percent from 1950 to 1951, rose by 13 percent from 1953 to 1954 and 
by a further 9 percent from 1954 to 1955, and fell by 17 percent from 
1955 to 1956. The volume of residential construction valued at con- 
stant prices has behaved in much the same way as housing starts, 
although the fluctuations have, for the most part, been less severe. It 
is interesting to note that, in 1957, housing starts were only 9 percent 
higher than in 1948, whereas total outlays at constant prices were 
36 percent higher, an indication of a substantial upgrading in the 
size and quality of houses built.1. The prices of new houses, as meas- 
ured by the Department of Commerce implicit price deflator for resi- 
dential nonfarm construction, rose by 24 percent, or only slightly more 
than the rise (22 percent) in gross national product prices generally. 
In real terms, residential nonfarm construction varied between ap- 
proximately 314 and 5 percent of gross national product, a further 
indication of substantial fluctuation. 


1 Valued at 1954 prices, outlays per start increased from $12,500 in 1948 to $15,600 in 
1957. a rise of about 25 percent. The data of the HHFA on number of rooms, floorspace, 
and proportion of honses with garages : for new houses covered by mortgages insured under 
see, 203 of the National Housing Act corroborate this upgrading trend. See HHFA 
annual reports, 1948-56. 
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TABLE 103.—Data relating to residential construction, 1948-58 


Privately Residential | Residential Total new 
owned non- nonfarm nonfarm | construction! 
Year farm dwelling; construction | construction | (billions of 


units started | (billions of as percent 1954 dollars) 
(thousands) | 1954 dollars) of GNP 


| 


1948. __- . ee Masia 914 | 11.4 3.9 | 27.0 
1949 eR Oe ee 989 11.2 3.8 | 28.7 
ee EIR a SN a eae 1, 352 | 15.5 4.9 | 33.9 
1951____ g re ; 1, 020 | 12.9 3.8 | 34.4 
1952 = ; is 1, 069 | 12.8 3.6 | 35.3 
1953_____- 3 : : ed 1, 068 13.6 3.7 | o7.4 
1954. ___ ; ee 1, 202 15.4 4.2 | 39.6 
A ek ak ee SES VO ASE A 1, 310 18.2 4.6 43.2 
1956 s See EEE 1, 094 16.4 4.1 42.5 
1957_- ee rane a eee pte 993 15.5 3.8 | 43.0 
1958 OAS: earns 2994 | 315.5 3.9 | 4 45,2 


1 Total value of new construction, private and public, deflated by implicit price deflator for new construc- 
tion component of GNP. 

2 Seasonally adjusted annual rate for first 6 months. 

3 Seasonally adjusted annual rate for first 2 quarters, deflated by average of consumers’ and wholesale price 
indexes. 

4 Seasonally adjusted annual rate for first 9 months deflated by average of consumers’ and wholesale price 
indexes. 


Sources: HHFA, Annual Reports; Housing Statistics; Survey of Current Business; Federal Reserve 
Bulletin. 


Total outlays for new construction do not show the same instability 
as the residential component. In fact, total construction rose each 
year except for slight decline from 1955 to 1956. Residential con- 
struction seems to have followed, in a general way at least, a somewhat 
contracyclical pattern. In the downturns of 1949 and 1953-54, housing 
starts picked up and the momentum thus generated carried over in the 
form of very high levels of construction in 1950 and 1955. As infla- 
tionary pressures developed, the measures taken to counteract these 
pressures produced cutbacks in residential construction in 1951-52 
and in 1956-57. However, both the forces producing the initial ex- 
pansion and the means by which restrictive policies produced a cutback 
were different in the 1949-52 period and in the 1954-57 period, as we 
shall see. 

Since our main interest is in the effects of monetary and financial 
forces on residential construction, we shall divide the period from 
1948 to 1958 into 3 subperiods in which these forces worked in different 
ways and through different channels. First, we shall consider the 
period 1948-50, before the Treasury and Federal Reserve arrived at 
the accord of March 1951. Next, we shall take up the period 1951- 
when a moderately active monetary policy was employed while fa 
the same time the mortgage market was subjected to the selective con- 
trols imposed after the outbreak of the Korean war. Finally, we 
shall turn to the period since 1953, during which the Federal Reserve 
has used its general monetary controls rather vigorously and these 
controls have exerted considerable effects on residential construction. 
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Il. THE PREACCORD PERIOD : 1948-50 


Expenditures on residential construction are influenced by many 
factors in addition to the cost and availability of credit.2 Table 104 
summarizes What seem to be the more important of these factors for 
the years 1948-57. It seems apparent that they had much to do with 
the rapid expansion of residential construction between 1948 and 
1950, culminating in the record total of 1.85 million housing starts 
in the latter year. Household formation wes proceeding at a very 
rapid pace during these 3 years, reaching a peak in 1950, after which 
it declined rather sharply. Although the number of doubled-up 
families declined between 1948 and 1950, it was still in excess of 2 
million in the latter year. Real per capita disposable income at 1954 
prices, increased b yy near ly $100 or about 6 percent in 1950, the largest 
year-to-year increase of the postwar period to date. And _ finally 
liquid asset holdings were large and widely distributed during the 
period 1948-50. 

TaBLE 104.—Factors affecting demand for housing accommodation, 1948-57 






Nonfarm Married Pe - ta Percent of Median 
households couples with-| dis * ible spending holding of 
Year formed out own personal in- | units having liquid 
thousands) households come (1954 liquid assets (1954 
thousands dollars assets dollars) ! 
IRS cisco ¢ a 1, 443 2, 464 1,418 73 930 
1949 1, 571 2, 168 1,413 71 920 
195) 1, 592 2,016 1, 5O8 69 R90 
1051 1, 308 1, 758 1, 506 72 | 730 
1952... O7 1, 558 1,519 69 | 720 
1953... W449 1, 546 1, 54 71 780 
1954. 896 1,471 1, 556 74 770 
1955 Sid 1, 304 1, 629 71 | 74) 
1956... : 893 1, 263 1,677 | 72 740 
1957. - pekinese aastne 1, 189 1, 229 | 1, 665 | 76 150 


} Median holding of liquid assets of families having some liquid assets, as shown by Survey of Consumer 
Finances, deflated by the implicit price deflator for residential nonfarm construction 





Sources: HHFA Annual Report, 1956; Survey of Current Business; Fedegal Reserve Bulletin; U. 8, 
Bureau of the Census. 


Thus, forces other than the cost and availability of mortgage credit 
seem capable of accounting for the rapid expansion of residential 
construction during this period. However, changes in the mortgage 
market were a contributory factor also. In part, these changes were 
the result of amendments to Federal housing legislation. The Hous- 
ing Act of 1948 approved in August of that year, contributed signifi- 
cantly to the expansion of the housing m: arket by raising the limits on 
ne size, and increasing permissible maturities of mortgages insured 


by the FHA The Housing Act of 1950, adopted in April, eased 


*Syvstemotiec disenssions of the factors infilnencinge the housing and mortezage markets are 
to be found in J. S. Duesenberry, Business Cycles and Economic Growth (New York. 1958) 
eh. 7: D. M. Blank and L. Winnick. The Structure of the Honsing Market. Quarterly Jonr- 
ral of Economies. LXVIT, May 1953. pp. 181-208: L. J. Atkinson. The Housing Market, 
Survey of Current Business, May 1955, pp. 13-19: L. R. Klein. Economie Fluctuations in 
the United St: ates 1921 $1 (New York, 1950), pp. 89-95. 130-132: and J. E. Morton, 
Urban Mortg » Lendi nz: Comparative Markets and Experience (Princeton, 1956). 

> The 1948. net incre ood the maximum amonnt of a 90 percent FHA-insured mortgage 
from $5.400 to S6.5 300 and the maximum amount of a 90-80 percent mortgage from $8,600 
to $9,500 (90 percent of the first $7.000 of appraised valne and 80 pereent of the remainder 
up to $11.000) and increased the maximum mortgage eligible for a 25-year matnrity from 
$5.400 to $16.000. A new subsection was added authorizing mortgages up to 95 percent 
of appraised valne and 30 years’ maturity on smaller houses. Another significant provi- 
sion anthorized an inerease from 4 percent to 4™% percent in the interest rate on VA-cuar- 
anteed home morteages if conditions in the mortgage market should require it. HHFA, 
Annual Report, 1948, pp. 74-76, 159-160. 
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credit terms still further on both FHA-insured and VA-guaranteed 
mortgages. Legislation passed in 1948 and 1949 authorized the Fed- 
eral National Mortgage Association (FNMA) to purchase V A-guar- 
aniced mortgages and. vastly expanded its authorization for the con- 
duct of secondary market operations in both FHA-insured and 
V A-guaranteed mortgages. 


TABLE 105.—Characteristics of FHA-insured and VA-guaranteed mortgage loans 
on new houses, 1948-56 





Average Average Mort gag ror’s Percent of 
Average loan/value payment/ median loans with Percent of 
Year term ratio income ratio effec ctive no down loans with 
(years) (percent) (percent) ‘nenmne ' | payment 30-year term 
| 


(1954 dollars) 


1948 20. 1 81.0 | 16.1 4, 469 SO Einvianiabeon 
949 22.8 87.3 16.0 | 4.374 De occ sae tae 
1950 24.1 88. 0 15.8 4,295 54.2 2.6 
1951. 23.4 86. 5 15.1 | 4,401 22.2 | 12.2 
152 21.7 83. 7 15.1 | 4, 909 7.2 | 7.0 
1953 22.2 86.5 | 15. 2 | 4,929 10.7 | §.1 
1954 22.9 85.3 | 15.1 | 5, 139 32.7 | 24.0 
1955 25.6 88.5 | 16.3 | 5, 462 48.2 | 43.7 
1956_...-- . 25.5 86. 7 16.1 | 5, 921 31.9 | 42.9 
eres 2. (2) (2) (2) | (2) 8.4 | 43.6 
Se (2) (2) (2) (2) 16.2 53.2 


| 
| 
| | 


1 Median effective income, as tabulated by FHA, deflated with the implicit-price deflator for personal 
consumption expenditures. 

2 Not available. 

3 First 9 months. 


| 


Sourees: HHFA Annual Reports; Survey of Current Business; Veterans’ Administration. 


Some evidence of the effects of the liberalization of FHA credit 
terms is given in table 105 which presents some of the characteristics 
of FHA-imsured and VA-guaranteed mortgages in the years 1948-58. 
The table indicates that the av erage term of FHA-insured mortgages 
increased by 4 years between 1948 and 19: 50, and at the same time the 
loan/value ratio increased from 81 to 88 percent. The percent of 
VA-guaranteed mortgages involving no downpayment increased from 
19 in 1948 to 54 in 1950. These changes represent a substantial eas- 
ing of mortgage credit terms as to both maturities and downpay- 
ments. Table 105 shows that there was a slight drop in the ratio of 
monthly payments to income for FHA mortgage borrowers. This 
occur red as a result of the extention of maturities which reduced the 
size of monthly payments. It is especially interesting that there was 
a drop of nearly $ 200 in the median real income (in 1954 dollars) of 
FHA-insured borrowers between 1948 and 1950. ‘This occurred at 
the same time that average per capita real disposable income (also in 
1954 dollars) increased by $90 as indicated in table 104. Thus, it 
appears that, as a result of the easing of credit terms, the demand 
for residential housing reached down into lower income brackets be- 
tween the 2 years. , 


‘he 1950 act raised the maximum loan guaranty under the VA program from $4.000 

percent of the 1 to $7,500 or 60 pereent of the lonn and raised the maximum 
rity of VA-guar: inteed mortgages from 25 to 30 years. HHFA, Annual Report, 1950, 
138-140, 213-215. 
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TABLE 106.—Privately owned permanent nonfarm dwelling units started, 
classified by type of financing, 1948-58 


Number of starts (thousands) Percentage distribution 
Year | | l - iq 
Total FHA | VA-guar- Conven- FHA | VA-guar- Conven- 
insured | anteed | _ tional insured anteed tional 

914 294 i) 2 620 32 3) 2 68 

989 364 | (1) 2 625 37 ©) 2 63 

1, 352 487 (') 2865 36 (‘) 2 64 

1, 020 204 149 607 26 | 15 60 

1, O68 280 141 647 26 | 13 61 

1, 068 252 157 660 24 15 62 

1, 202 276 307 619 | 23 26 51 

1, 310 277 393 640 | 21 30 49 

1, 094 189 271 634 17 25 58 
993 168 128 696 17 13 70 

¥94 237 59 697 24 6 70 





1 Not available. 
2 Includes V A-guaranteed, 
3 Ist 6 months seasonally adjusted at annual rate. 


NoTE.— Details may not add to totals because of rounding. 
Sources: HHFA, Annual Report, 1956; Housing Statistics; Federal Reserve Bulletin. 


Table 106 shows privately owned nonfarm housing starts classified 
according to type of financing. FHA-insured starts increased by 
nearly 2(00,000 units or 66 percent between 1948 and 1950. Unfortu- 
nately, separate data are not available for VA-guaranteed and con- 
ventional mortgages covering these years, but the table shows that 
the 2 together increased more than 250,000 units or about 40 percent. 
Data on mortgage recordings, which cover borrowings to purchase 
both new and existing houses show increases of 13 percent for FHA- 
insured mortgages, 64 percent for VA-guaranteed mortgages, and 35 
percent for conventional borrowing. Thus, VA financing apparently 
experienced a large increase. Actually VA loan applications de- 
clined steadily from late 1947 to mid-1949 and then expanded rap- 
idly.© The main reason for this pickup was probably the large vol- 
ume of secondary market support provided by the FNMA after that 
agency's opseetinate were expanded, beginning in mid-1948. These 
operations picked up momentum in 1949 and 1950, as indicated in 

table 107, which summarizes FNMA operations for the period 1948-57. 
Net purchases of mortgages rose from virtually nothing in 1947 to 
$198 million in 1948, $652 million in 1949, and $575 million in 1950. 
It is apparent from the ch: anges in the INMA portfolio that pur- 
chases were heavily concentrated in VA-guaranteed mortgages. 

Another factor which helped to account for the rapid expansion of 
mortgage credit in 1949 and 1950 was undoubtedly the change that 
occurred in credit conditions and interest rates generally. As ‘shown 
in figure 24, the maximum interest rate on FHA-insured mortgages 
was 414 percent during 1948 and 1949 and until April 1950, when it 
was lowered to 414 percent by the authority of the FHA. The maxi- 
mum rate for V TA guaranteed mortgages remained at 4 percent 
throughout the 1948-50 period. W ith these rigid ceiling rates in 
effect, the supply of funds available for mortgages depended some- 
what on the level of yields prevailing on competitive investments, 
such as corporate and Government securities. As figure 24 indicates, 
during 1948, the yield on high-grade corporate bonds remained in the 
neighborhood of 2.80 percent, being maintained there by the Federal 


5 See Annual Report of the Administrator of Veterans’ Affairs, 1950, pp. 92-97. 
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Reserve's policy of supporting the market for long-term Treasury 
bonds. With the onset of recession in late 1948, a decline in the de- 
mand for funds combined with Federal Reserve measures to ease 
credit caused a gradual decline in yields which reached a level of 
about 2.60 percent in mid-1949 and remained there until mid-1950, 
then rose to around 2.65 percent later in that year. Thus, the differ- 
ential between the interest rate on VA-insured mortgages and the 
yield on high-grade corporate bonds increased from about 1.20 percent 
in 1948 to about 1.40 percent in 1949-50. This improvement in the 
competitive position of VA-guaranted mortgages was undoubtedly a 
factor in producing the 1950 boom in residential construction, al- 
though the magnitude of the effect was probably not very great. In 
the case of FHA-insured mortgages, the rate was sufficiently high to 
attract an ample supply of funds to begin with, and the FHA felt 
justified in reducing it by one-quarter of 1 percent in April 1950, in 
order to stimulate the demand. 


FIGURE 24 


INTEREST RATES ON FHA~ INSURED 


a AND VA- GUARANTEED MORTGAGES 
55 AND YIELD ON HIGH- GRADE 


CORPORATE BONDS, 
5 1948 - 1958 
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TABLE 107.—Operations of Federal National Mortgage Association, 1948-57 * 


{In millions of dollars] 


Repay- Portfolio (end of year) | Commit- 
ments i | ments un- 
Year Purchases Sales and other | disburse ad 
credits FHA- VA- ; (end of 
insured guaranteed | year 
1948__. 198 - 3 188 11 227 
1949 ‘ 672 20 23 403 425 R24 
1950__. 1,044 469 57 169 1,177 485 
1951 ; = 677 11] 63 2M 1, 646 239 
1952... pi 538 56 90 320 1, 922 323 
1953 . 543 221 101 621 1, 841 469 
1954... 658 525 118 802 1, 632 228 
19: - ws 411 62 170 901 1,714 10 
1956... ; ; 609 5 173 978 2, 069 360 
1957 1,119 2 190 1, 237 2, 737 764 


1 FNMA was rechartered as of Nov. 1, 1954, and since that 4 ite it has maintained a separate accounting 
its 3 functions: (a2) Secondary market operations; (5) Special assis tance functions; and (c) Management 
and liquidating functions. This table is a consolidated st ite ment which includes operations under all 3 


headings. 


Source: Federal National Mortgage Association. 


To summarize, the postwar expansion in residential construction, 
culminating in the record year 1950, was clearly due primarily to the 
high rate of household formation, the large accumulation of unhoused 
families, the rapid increase in incomes, and the availability of large 
and widely distributed liquid assets. However, mortgage market de- 
velopments, including the relaxation of credit terms in the Housing 
Acts of 1948 and 1950, the heavy support operations of FNMA, and 
the general decline of interest rates in 1949-50, undoubtedly served to 
accentuate the boom. 

With the outbreak of war in Korea in June 1950, it became necessary 
to adopt measures to restrain private spending in order to prevent or 
minimize inflation and to bring about the release from the private 
sector of the economy of resources needed to support the Nation’s 
expanded military program. One of the first areas to which restric- 
tions were applied was residential construction. In July, at the re- 
quest of the President, the FHA and the VA tightened the require- 
ments for insured and guaranteed mortgages within the framework 
of existing legislation.’ The Defense Production Act of 1950, passed 
in September, authorized the control of real estate credit as a means 
of conserving materials for defense use and to protect the economy 
against inflation. The President delegated authority to control terms 
on conventional mortgages to the Board of Governors of the Federal 
Reserve System and similar authority relating to mortgages insured 
or guaranteed by the Government to the HHFA. In October the 
Board of Governors issued regulation X establishing minimum down- 
payments and maximum maturities applicable to conventional mort- 


® The restrictions applied by the FHA included an increase of 5 percent in downpayment 
requirements and reduction of the maximum mortgage on a single-family dwelling from 
$16,000 to $14,000. See HHFA Annual Report, 1950, p. 216. The VA imposed a manda- 
tory 5 percent downpayment requirement for insured loans. See GI Loans: The First 10 


Years, Decennial Report of of the Loan Guaranty Program (Washington: Veterans’ Admin- 
istration, 1954), p. 21 
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“~ 


ages,’ and the HHFA put into effect similar controls applicable to 
*}LA-insured and VA-guaranteed mortgages.* 

The selective controls over mortgage credit, reflected in regulation 
X and the concomitant regulations of the FHA and the VA, were slow 
to exert their effects. One reason for this was that the regulations 
were anticipated and financing arrangements which were exempt from 
regulation were entered into prior to the application of the controls. 
Thus, there was a very large backlog of liberal financing arrangements 
to be worked through before the controls could exert their efforts.° 


— 


lit. THE PERIOD OF REGULATION : 1951-52 


In March 1951, the Treasury and the Federal Reserve negotiated 
their famous Accord, which relieved the Federal Reserve from its 
earlier obligation to support the market for Government securities and 
set it free for the first time since World War II to adopt a flexible 
monetary policy. A moderately restrictive monetary policy was 
adopted and long-term interest rates, typified by the yield on high- 
erade corporate bonds, as shown in figure 21, rose rather substantially, 
by postwar standards at least, during most of 1951. Since interest 
rates on Government-backed mortgages remain fixed, their ability to 
compete for the available supply of funds was reduced. 

Housing starts, as shown in table 108, dropped by 25 percent between 
1950 and 1951, and the volume of residential construction in real terms 
declined by 17 percent. A number of factors help to explain this de- 
cline. The “real” forces supporting the demand for houses, as show it 
in table 104, ial somewhat between 1950 and 1951. The number 
of households formed fell by nearly 300,000, and the backlog of un- 
housed families was reduced. Real per capita disposable income, 
which rose sharply in 1950, declined slightly in 1951, and liquid asset 
holdings were smaller due in part to use of substantial amounts of 
these assets to make downpayments on houses in 1950. In addition, 
the credit controls of regulation X and companion measures resulted 
in somewhat higher dow npayments and shorter mortgage maturities, 
as indicated in table 105. Finally, the rise in interest rates after 
March 1951, undoubtedly impinged upon the supply of funds avail- 
able for financing residential construction. It is, ave impos- 
sible to evaluate accurately the relative importance of each of the 
numerous factors contributing to the reduction of construction 
activity. 

In 1952, as inflationary pressures eased somewhat, the credit re- 
strictions of regulation X and companion measures were first relaxed 


7On regulation X, see Federal Reserve Bulletin, January 1951, pp. 22—33, and Residen- 
tial Real Estate Under Controls, Federal Reserve Bulletin, August 1951, pp. 901-912. 

SFHA regulations conformed substantially with those contained in regulation X applica- 
ble to conventional mortgages. VA restrictions were a little less severe, since the Defense 
Production Act of 1950 contained a clause eeanirind gz that preference be accorded to veterans. 

*On this. see HHFA Annual Report, 1950, p. and House Purchases in the 5 Months 
Following the Introduction of Real Estate credit Regulation, Federal Reserve Bulletin, 
July 1951, pp. 777-796. 

Another factor was the decline. after March 1951, in FNMA’s purchases of mortgages, 
reflecting cancellation or completion of commitments outstanding in early 1950 when 
FNMA’s authorization to make new advance commitments was repealed. See Residential 
Real Estate Under Controls, Federal Reserve Bulletin, August 1951, pp. 901-912. 








252 STUDY OF MORTGAGE CREDIT 


and later eliminated almost entirely." As indicated in table 103, both 
housing starts and the volumes of residential construction rem: ained 
at about the same level in 1952 as that attained in 1951. There was 
a sharp decline (340,000) in household formation, as shown in table 
104, and credit terms tightened noticeably, as indicated in table 105, 
due to the increasing impact of credit restrictions prior to their re- 
laxation in the latter part of the year. Figure 24 shows that bond 
yields remained relatively stable in 1952 but at a little higher level 
than prevailed in the 1948-50 period. 


IV. FLEXIBLE MONETARY POLICY, 1953-58 


By 1953, nearly all of the controls imposed by regulation X and 
companion measures had been removed. Since that time, we have 
relied in the main on monetary controls applied by the Federal Reserve 
System to regulate credit in general, including the use of credit to 
finance residential construction. As we shall see, however, general 
credit controls have been supplemented to a limited extent by selec- 
tive adjustments in credit terms by the FHA and the VA; and, of 
course, changes in housing legislation have also had important effects 
at times. But major reliance has been placed on general credit con- 
trols, and their influence has been important. 

In the first half of 1953 inflationary pressures appeared and mone- 
tary policy was quite restrictive, causing interest rates to rise sharply, 
as Shown in Figure 24. This rise weakened the competitive position of 
FHA and VA ‘Mortgages, and there was some decline in Government- 
backed financing, particularly the VA-guaranteed variety which car- 
ried an interest rate ceiling of 4 percent. In April, however, the 
ability of insured and guaranteed mortgages to compete for funds 
was considerably strengthened when the FHA raised the interest rate 
for insured mortgages from 414 to 41% percent and the VA raised the 
rate for guaranteed mortgags from 4 to 414 percent. Around midyear, 
congestion developed in the capital market and, amid indications of a 
decline in business activity, the Federal Reserve reversed its restrictive 
credit policy. Interest rates fell sharply from mid-1953 to early 1954, 
as shown in Figure 24. 

As can be seen from table 103, the number of housing starts in 1953 

yas about the same as in 1952, although the volume of residential con- 
struction was about 6 percent higher. Real factors affecting demand 
apparently did not change very ‘much from 1952, although there was 
some increase in real per capita disposable income and apparently 
some increase in household liquidity. The mortgage market tightened 
in the first half of the year and eased in the latter half, as monetary 
policy shifted first toward restriction, then back toward ease. 

Residential construction experienced a substantial expansion in 1954 
and 1955, as shown in table 103. Housing starts in 1955 were nearly 
as high as in the peak year of 1950, and ‘the volume of construction 
was 17 percent higher. Financial factors seem'to have had a great 


11 Regulation X was amended to permit more liberal credit terms in June 1952. The 
Defense Production Amendments of 1952 contained a provision that credit restrictions be 
suspended when housing starts, seasonally adjusted, fell below an annual rate of 1.2 million 
for 3 consecutive months. This occurred in June, July, and August, 1952, and conse- 
quently virtually all restrictions were removed in September except those relating to maturi- 
ties and a 5 percent downpayment on Government-supported mortgages. These remaining 
restrictions were removed in April 1953. See HHFA Annual Report, 1952, pp. 2 and 155. 
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deal of influence in producing the 1954-55 boom in residential con- 
struction. The real forces supporting housing demand were very 
much weaker in 1954-55 than at the time of the earlier boom in 1950. 
Household formation was actually lower than in 1952 and 1953 and 
in 1955 was 750,000 below the 1950 level. The backlog of unhoused 
families was about 700,000 lower in 1955 than in 1950, and the liquidity 
position of households was much less favorable. (See table 104.) 
The only favorable factor was real per capita disposable income which 
was about 8 percent higher than in 1950. 

The Housing Act of 1954, passed in August, contributed to the boom 
by lowering downpayment requirements for FHA-insured mortgages, 
raising permissible maturities to 30 years and increasing the maximum 
size of the loan from $16,000 to $20,000. The effects of these changes 
show up in table 105, which indicates a significant increase in maturi- 
ties and reduction of downpayments between 1953 and 1955—in fact, 
FHA credit terms in 1955 were the easiest on record. However, 
table 106 makes it clear that FH A-mortgage credit did not make much 
of a contribution to the boom. FHA-financed starts increased only 
very moderately between 1953 and 1955. And it should be noted that 
conventional starts actually declined slightly in the same period. 

Very nearly the entire increase in housing starts between 1953 and 
1955 is accounted for by VA-financed units. VA starts increased by 
about 240,000 between 1953 and 1955 and were nearly 21% times as 
great in 1955 asin 1953. (Seetable 106.) Two factors were primarily 
responsible for this rapid expansion in VA-insured lending. The first 
was the final removal in April 1953 of the restrictions on downpay- 
ments and maturities on FHA and VA mortgages which had been in 
effect since October 1950. With the removal of these restrictions, 
no-downpayment 30-year mortgages became permissible under the 
general VA-mortgage-insurance program. As shown in table 105, 
no-downpayment loans grew from 11 percent of the total in 1953 to 
33 percent in 1954 and 48 percent in 1955, and 30-year loans expanded 
from 5 percent of the total in 1953 to 24 percent in 1954 and 44 percent 
in 1955. 

The second cause of the large and rapid growth of V A-insured lend- 
ing was the change that occurred in the available supply of funds. 
This was partly due to the rise in the VA interest rate from 4 percent 
to 414 percent which became effective in April 1953. In addition, the 
declining general demand for credit associated with the recession of 
1953-54, together with a rather aggressive easy-money policy on the 
part of the Federal Reserve, produced a sharp decline in interest rates 
generally. As a result of these two developments, the differential 
between the interest rate on VA-insured mortgages and the yield on 
high-grade corporate bonds increased from less than 0.8 percent in 
April 1955 to more than 1.6 percent—the largest differential on 
record—in April 1954. Although the differential was reduced as 
monetary policy tightened in 1955, it remained at 1.4 percent or higher 
most of the time until the spring of 1956. This can be seen from the 
lower panel of figure 25, which shows the movements of the differential 
during the period 1953-58. This large interest-rate differential made 
VA mortgages attractive to investors and insured an ample supply of 
funds to finance the large expansion. 
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In 1955 the housing boom reached massive proportions, and it was 
accompanied by very high levels of business and public construction. 
As a result, construction costs began to rise sharply, and in the con- 
text of the general inflation that prevailed, measures were put into 
effect to restrain the housing boom.” In addition to these selective 
restrictions, the generally tight monetary policy of the Federal Re- 
serve began to have some effect, with the result that housing starts 
began to decline and by the end of 1955 had reached a seasonally 
adjusted annual rate of less than 1.2 million. Due to the decline in 
housing starts, the selective restrictions were short lived and were 
superseded before the end of 1955 by measures designed to stimulate 
housing construction." 

Residential construction continued to decline in 1956 and 1957. 
Housing starts fell quite steadily from a seasonally adjusted annual 
rate of 1.41 million in January 1955 to a rate of 0.933 million in 
March 1957, a decline of 34 percent. Starts financed by VA-guar- 
anteed mortgages, which, as we have seen, had been the major factor 
in the expansion from 1953 to 1955, now accounted for a major por- 
tion of the decline. VA starts fell from 393,000 in 1955 to 271,000 
in 1956 and to 128,000 in 1957. This decline continued in 1958 when 
VA starts dwindled to a seasonally adjusted annual rate of 59,000 
in the first half of the year. (See table 106.) FFHA-insured starts 
also declined substantially from 277,000 in 1955 to 189,000 in 1956, 
and 168,000 in 1957. 

Fousing legislation passed in 1957 and 1958 was designed to spur 
residential construction. The Housing Act of 1957, passed in July, 
reduced downpayment requirements for FHA-insured mortgages, and 
the Emergency Housing Act of 1958, enacted in April, reduced the 
requirements still further..* Each of these acts also made provisions 
for more liberal support of the mortgage market by the FNMA 
under its regular secondary market operations and its special assist- 
ance functions. As indicated in table 107, FNMA support operations 
increased in magnitude in 1956 and 1957. Net purchases of mortgages 
increased from $349 million in 1955 to $604 million in 1956 and $1,117 
million in 1957, and commitments outstanding increased by nearly 
$700 million between the end of 1955 and the end of 1957. 


12 These restrictive measures included (a) imposition by FHA and VA of a requirement 
that closing costs be paid in cash: (b) reduction of maximum maturity of FHA-insured 
and VA-guaranteed mortgages to 25 years and increase of 2 percent in minimum down- 
payments ; and (c) limitations on borrowing by member savings and loan associations from 
Federal home-loan banks for purpose of making new mortgage commitments. See HHFA 
Annual Report, 1955. 

13 Actions taken in 1955 included (a) suspension of sales by FNMA from its manage- 
ment and liquidation portfolio and increase in purchases of mortgages under secondary 
market operations, and (b) relaxation of restrictions on borrowing by savings and loan 
associations from Federal home-loan banks. Further easing measures adopted in 1956 
included (a) restoration of maximum maturity for FHA and VA mortgages to the statutory 
limit of 30 years: (b) reduction of FNMA common stock subscription requirement from 
3 percent to 2 percent and later to 1 percent: (c) inauguration by the FNMA of a standby 
commitment procedure for the purchase of FHA and VA mortgages and later an increase 
in the purchase price under this procedure; (d) an increase in the limit on borrowing by 
savings and loan associations from Federal home-loan banks; and (e) reduction of mini- 
mum downpayment requirements for FHA-insured mortgages from 7 percent to 5 percent 
for homes valued at $9,000 or less. See HHFA, Annual Report. 1956. 

4% The Housing Act of 1957 lowered downpayments on FHA-insured mortgages from 
5 percent of the first $9,000 of appraised value and 25 percent of the excess over $9,000 
to 3 percent of the first $10,000, 15 percent of the next $6,000, and 30 percent of the excess 
over $16.000. It required the FHA Commissioner to determine that the lower downpay- 
ments would be in the public interest before putting them into effect. The reductions 
were made effective by the FHA in August 1957. The 1958 act reduced downpayments 
still further to 3 percent of the first $13,500, 15 percent of the next $2,500, and 30 percent 
of the excess over $16,000. 
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Housing starts financed by FHA-insured mortgages, on a seasonally 
adjusted basis, began to pick up early in 1957 and have continued to 
rise, no doubt due in part to the stimulus of the more liberal terms, 
until in mid-1958 they were back at a level corresponding roughly to 
mid-1955. However, the VA program, which had played a much 
greater role in the exp: insion of 1953-55, continued to decline through 
1957 and showed no sign of a pickup until early in 1958. 

It seems quite clear ‘that the major cause of ‘the decline in residential 
construction which began late in 1955 was the restrictive monetary 
policy of the Federal Reserve and that the effects of this restrictive 
policy were concentrated mainly on the important VA program. 
Figure 25, covering the period 1953-58, shows that the differential be- 
tween the interest rate on VA-guaranteed mortgages and the yield on 
high-grade coporate bonds (shown in the lower panel of the chart) 
bears a close relationship to the proportion of housing starts financed 
under the VA program (upper panel of chart). When the differential 
widened between 1953 and 1955, the VA program expanded greatly, 
and as the differential declined to unprecedentedly low levels in 1956 
and 1957, the program dwindled in importance. 


1% See chart on p. 8, of Housing Statistics for August 1958. 
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FIGURE 26 
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A similar comparison for the FHA program, presented in figure 26, 
shows traces of the same relationship, but it is much less clear-cut than 
in the case of the VA program. There are two important reasons for 
the greater sensitivity of the VA program to general credit conditions 
during this period. The first reason is that there has been no signifi- 
cant liberalization of terms for VA-guaranteed mortgages since April 
1953, when no-downpayment, 30-year mortgages became permissible, 
whereas downpayment requirements under the FHA program were 
reduced by statute in 1957 and again in 1958. This relaxation of per- 
missible credit terms offset to some extent the effects of tightening 
credit. 

The second and probably more important reason for the fact that 
the VA program is more sensitive to changes in general credit condi- 
tions than the FHA program is the greater flexibility of interest rate 
adjustments under the FHA program. The FHA has changed the 
allowable interest rate more frequently than has the VA,*° and with 
the exception of the period from April 1953 to December 1956, when 
both rates were 414 percent, the FHA rate has been as than the 
VA rate. The Emergency Housing Act of 1958 raised the maximum 
permissible interest rate on VA-insured mortgages from 414 to 4384 
percent and introduced a new provision that the VA rate must be 
at least 14 percent below the FHA rate. The VA rate was raised to 
the new maximum of 434 percent in April 1958. 

Of equal import: nce is the greater flexibility of the FHA program 
with respect to the sale of mortgages at a discount.’? Of course, dis- 
counts are typically smaller under the FHA program due to the higher 

iominal interest rate. In addition, FHA permits the discount to be 
passed on to the ultimate buyer of the property, whereas VA has quite 
rigorously prohibited this. Under the VA program, for example, the 
builder of a house may absorb a discount on the sale of a mortgage to 
a financial institution, but he cannot legally increase the price he 
charges the buyer of the house to recover the discount. The Veterans’ 
Administration is in a position to enforce this provision reasonably 
effectively through its appraisal procedures.’* ‘Thus, the discount 
raises the costs and reduces the profits of the builder and discourages 
the construction of houses for sale under the VA program. Provisions 
povenstting larger discounts are largely ineffective as a stimulus to 
milding unless the discounts can be added to the price to be paid by 
the ultimate buyer of the house. On the other hand, it should be 
noted that complete freedom with vane to discounts would render 
meaningless the provisions of the Servicemen’s Readjustment Act 
which establish ceilings on interest rates that can be charged. 

The portion of residential construction financed by means of con- 
ventional mortgages has exhibited remarkable stability. As indicated 
in table 106, conventionally financed housing starts varied only within 
a range of 607,000 to 660,000 units during the 6-year period 1951 to 
1956. In 1957 and early 1958 when residential construction fell, con- 


During the 1956-57 period of tight credit. the FHA interest rate was raised twice: 
from 4% to 5 percent in December 1956, and from 5 to 514 percent in August 1957. 

™The Housing Act of 1957 directed the FHA and the VA to regulate the portion of the 
discount on mortgages that bui Ider s and sellers might absorb. The limits were set at 
1 to 2% percent on FHA mortgages and 2% to 544 percent on VA mortgages. The Emer- 
geney Housing Act of 1958 removed these discount control requirements. 

% Various extralegal arrangements have been used at times to shift the discount to the 
huyer. 
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ventionally financed starts actually increased to a rate of around 
700,000 per year. 

There appear to be three important reasons for the relative stability 
of conventionally financed residential construction. First, the de- 
mand for new houses financed by conventional mortgages seems to 
be quite interest inelastic. As credit conditions change, interest rates 
on conventional mortgages are free to move up and down—-although 
they are somewhat stickier than bond yields—but these movements 
probably have little effect on demand. Home buyers ordinarily base 
their purchase decisions on the size of the monthly payment more 
than anything else. Moderate changes in interest rates do not affect 
monthly payments very much, and such effects as they do have can 
be rather easily compensated for by small adjustments in downpay- 
ments and mortgage maturities.” As a result, the volume of con- 
ventional mortgage financing is not much affected by changes in 
credit conditions. 

A second reason for the stability of conventionally financed con- 
struction is that at times when tight credit drains off the supply of 
funds from the Government-supported segments of the market, some 
buyers who would under ordinary circumstances utilize FHA- insured 
or VA-guaranteed financing, shift to conventional mortgages. Thus, 
conventional financing serves as a kind of balance wheel and absorbs 
some of the fluctuations resulting from the instability of Govern- 
ment-supported financing. This factor is probably responsible for 
the increase in conventionally financed starts, for example, from 1956 
to 1957 when residential construction generally was declining. 

The final factor contributing to the stability of convention: al finan 
ing is related to the sources from which it draws funds. Table 108 
shows some of the characteristics of the four major categories of 
financial institutions which have been the major investors in mort- 
gages in recent years. In order of importance, they are savings and 
loan associations, life insurance companies, mutual savings banks, 
and commercial banks. Savings and loan associations are the largest 
lenders in the mortgage field, both in terms of total portfolio at the 
end of 1957 and in terms of the increase in portfolio from 1950 to 
1957. These institutions specialize very strongly in the mortgage 
field as is indicated by the fact that at the end of 1957 mortgages 
constituted 83 percent of their total assets. This percentage is con- 
siderably smaller for the other three classes of institutions—especially 
commercial banks for which mortgages constitute less than 8 percent 
of total assets. Table 108 also brings out the fact that savings and 
loan. associations have a strong preference for conventional mortgages. 
Government-backed mortgages constituted only about one- fifth of 
their holdings at the end of 1957. For the other three types of insti- 
tutions the comparable ratio ranged from 45 to 65 percent. The fact 
that the most important group of mortgage lenders puts nearly all 
its funds into conventional mortgages and rarely invests much in assets 
other than mortgages means that the conventional mortgage market 
experiences a large and dependable flow of funds from this source, 
which adds greatly to its stability. At the same time, it means that 












19For a discussion of the effects of changes in downpayment, term of mortgage, and 
interest rate on the size of the monthly payment, see E. M. Fisher, Urban Real Estate 
Markets: Characteristics and Financing (National Bureau of Economic Research, 1951), 
ch. 4. 
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the funds going into Government-backed mortgages come to a greater 
extent from the other three classes of institutions which have more 
diversified portfolios and are more inclined to shift their flows of 
funds between mortgages and other assets in response to changes in 
yield relationships. 


TaB_e 108.—Characteristics of major institutional mortgage lenders 


i z= 
Residential | Increase in FHA and VA 














mortgage | mortgage | Mortgages as Mortgages as 
Type of institution portfolio, } portfolio, | a percent of a percent of 
Dec. 31, 1957 | 1950-57 | total mort- total assets, 
| (billions) (billions) | Sages, Dee. 31, | Dec. 31, 1957 
1957 
m | _ e a 
| ' 
Savings and loan associations - - -- | 1 $40.1 1 $26.5 | 21.6 83.1 
Life insurance companies. -- j 1 32.6 | 117.9 | 44.5 | 32.3 
Mutual savings banks. - - 19.0 12.0 65.5 54.1 
SPIIRNNED CIEE 5 iocnncwdscnsccssnes | az. 2 | 6.7 49.1 7.7 
| | 








1 Involves mortgages om business property. 
Source: Federal Reserve Bulletin, August 1958. 


We may conclude that during the period since 1953, general credit 
controls have had a strong impact on residential construction through 
their ability to influence the supply of funds available for Government- 
supported mortgages, particularly those guaranteed by the VA. Pre- 
sumably this will continue to be the case as long as the essential 
features of our present institutional structure and monetary controls 
are retained. In the final section of this paper, we shall attempt an 
evaluation of present arrangements in comparison with alternatives 
that might be adopted. 


Vv. AN EVALUATION OF THE EFFECTS OF MONETARY POLICY ON RESIDENTIAL 
CONSTRUCTION 


There can be little doubt that, under present institutional arrange- 
ments, residential construction is quite sensitive to changes in credit 
conditions and monetary policy and that this sensitivity is mainly due 
to the existence of interest rate ceilings on Government-supported 
mortgages.” Concerning the desirability of this sensitivity and of 
the arrangements responsible for it, there is considerable room for 
legitimate difference of opinion. 

One viewpoint which has numerous adherents is that the present 
high degree of sensitivity of residential construction to general credit 
controls is undesirable and that steps should be taken to reduce or 
eliminate it. This position has received the support of Chairman 
Martin of the Board of Governors of the Federal Reserve System. 
‘The present administration has also supported it and has recommended 
on several occasions that the Congress act to eliminate or reduce 
substantially the sensitivity by removing or greatly relaxing the limits 
it has placed on interest rates that may be charged under the FHA 
and VA programs.” 





» Arguments to this effect, similar to those presented above, are to be found in J. J. 
O'Leary, Postwar Trends in Sources and Uses of Capital Funds, and R. I. Robinson, The 
impact of Monetary Policy on Residential Financing, both in Conference on Savings 
and Residential Financing, 1958 proceedings, United States Savings & Loan League, 1958. 
pp. 11-39 and 125-144, respectively. 

"= This position is taken in O’Leary, op. cit., esp. pp. 37-38. 
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Two arguments are advanced in favor of reducing the sensitivity 
of residential construction to monetary policy by permitting interest 
rates on Government-supported mortgages to fluctuate more freely. 
The first is that the present ar1 ‘angements discriminate against resi- 
dential construction at times when a restrictive monetary policy is 
applied and, by producing alternative periods of feast and famine 
in the supply of mortgage money, accentuate fluctuations in residen- 
tial construction. The second ar gument, which, in a sense, comple- 
ments the first, is that when cr edit conditions tighten and increases in 
interest rates on other kinds of loans and securities drain off a portion 
of the supply of funds available for FHA and VA mortgages, these 
funds are merely diverted to other uses which are free to compete effec- 
tively for them. Asa result, the reduction in expenditures on residen- 
tial construction is compensated for, in large part at least, by an in- 
crease in other forms of income- generating expenditures. Thus, the 
arrangements which are responsible for the sensitivity of residential 
construction contribute little to general economic stability, their main 
effect being to produce rather arbitrary shifts in the allocation of 
resources. 

This is certainly a plausible line of argument, but I believe its foun- 
dations are open to serious question. Consider first the question of 
discrimination. The FHA and VA programs are governmental pro- 
grams which were adopted to encourage housebuilding and home- 
ownership, especially on the part of families of moderate income. It 
seems to me that it is perfectly legitimate for the Government to 
manage such a program so as to contribute to economic stability by 
encouraging it to expand in recession periods and contract in times 
of inflation. 

The mortgage insurance and guaranty programs are deliberately 

and obviously designed to discriminate in favor of moderate-income 
families who would not be able to meet the dow npayment and other 
requirements to obtain conventional mortgages. Most Americans, 
including, I am sure, the majority of those favoring flexible interest 
rates, would agree that this Lacttininition has been generally, in the 
public interest. It is inconsistent to hold that it is all right for the 
Government to discriminate in this field and at the same time to con- 
tend that it is improper to design the program in such a way as to 
vary the extent of the discrimination in the interest of economic 
stability. 

The present arrangements may at times have advantages even for 
the beneficiaries of the insurance and guaranty programs. In 1955-57, 
residential construction declined from a seasonally adjusted annual 
rate of about 1.4 million units started at the beginning of 1955 to a 

rate slightly over 1 million units in the third quarter of 1957 when 
gross national product reached its peak level. Thus, housing starts 
declined by approximately 27 percent during this period. In spite 
of this decline, a substantial portion of which was probably caused by 
tight credit, residential construction costs increased by more than 9 
percent. The main reason for this rise in costs at a time when the 
volume of residential construction was declining was that total con- 
struction expenditures were increasing at a rather rapid pace—from a 
seasonally adjusted annual rate of about $41 billion at the beginning 
of 1955 to a rate of around $48 billion in the third quarter of 1957, 
415495947 
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a rise of 17 percent. Thus, private nonresidential and public con- 
struction increased by more than residential construction declined, 
and prices of materials and labor were driven up. 

If interest rates on Government-supported mortgages had been 
flexible, it seems certain that total construction expenditures would 
have been larger. Since productive capacity in the building materials 
industries and the supply of skilled Jabor were substantially fully 
utilized, the main impact of increased spending would probably have 
been on prices. If interest rates had been fiexible, there might have 
been a somewhat larger volume of residential construction, achieved 
mainly at the expense of a reduction in nonresidential construction 
and a further rise in prices. Thus, the existence of interest rate ceil- 
ings probably resulted in (a) a slightly smaller volume of total con- 
struction; (6) a somewhat smaller volume of housebuilding: (c) a 
somewhat larger volume of nonresidential construction; and (d) a 
lower level of construction costs and prices, than would have prevailed 
in their absence. As compared with what would probably have hap- 
pened if interest rates had been flexible, home-buyers lost out in the 
sense that they get fewer houses but gained to the extent that the 
houses they did get cost them less.” Business firms and governmental 
units gained because they obtained a larger physical volume of con- 
struction—more plants, stores, schools, public buildings—and also 
obtained them at lower prices. It is thus not even clear that home- 
buyers as a class would have been better off with flexible interest 
rates, and it is even less clear that the public interest in general would 
have been better served. 

In addition to their effects on the allocation of resources .and on 
construction costs and prices, just discussed, I believe the existence 
of the interest rate ceilings also helped to slow down the general rise 
in prices in 1955-57. This brings us to the second argument that is 
sometimes advanced by proponents of flexible interest rates—the argu- 
ment that the rate ceilings serve mainly to rechannel spending with- 
out having much effect on the total. According to this view, if FHA 
and VA interest rates had been flexible in 1955-57, the increased 
competition for funds would have raised interest rates generally and 
this rise would have damped down other forms of spending by ap- 
proximately as much as residential construction expenditures would 
have increased.” 

This argument rests fundamentally upon the quantity theory of 
money. It assumes that there is a rather rigid relation between the 
supply of money and the level of income-generating expenditures. If 
controls—in the present instance interest-rate ceilings—prevent the 
money from being spent on one thing, most of it will necessarily be 
spent on something else. The only way to control total spending is 
to control the money supply. 

I believe that recent experience indicates that this line of reason- 
ing is completely unrealistic as applied to the American economy 
today. Between the first quarter of 1955 and the third quarter of 


2 The lower costs to home buyers were due partly to lower prices of houses and partly 
to lower interest rates. 

3 The preceding argument about allocation would be little affected if this view were 
correct, since there would probably still be a net increase in total construction expendi- 
tures, with some of the damping effects falling on other credit financed forms of spending 
such as business expenditures on machinery and equipment and consumer spending on 
durable goods financed by installment credit. 
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1957, total income-generating expenditures—the GNP—increased by 
16 percent while the money supply increased by only 3 percent. In- 
terest rates rose as the demand for funds increased while the Federal 
Reserve by the use of its general credit control weapons kept a rather 
strict rein on the total supply of funds. It is difficult to find evidence 
that the rise in interest rates caused much of a reduction in expendi- 
tures. The higher rates did, however, intensify efforts to economize 
on cash balances with the result that many dollars formerly being 
held idle were now spent, thus helping to drive up prices.** Under 
these conditions, if FHA and VA interest rates had been flexible, the 
additional competition for funds would doubtless have caused interest 
rates to rise somewhat more than they did. However, the higher 
rates would probably have served to activate additional idle cash 
balances without having much effect on income-generating expendi- 
tures, and the net result would have been more price inflation. 

The fact is that monetary policy appears to have had more effect 
on residential construction than on anything else in the last few years. 
There may also have been significant effects on capital expenditures 
by smaller business concerns and on debt-financed expenditures by 
State and local governments, but even here the evidence is not en- 
tirely clear or convincing. If interest rates on Government-sup- 
ported mortgages were made flexible, I believe one of the major 
mechanisms by which monetary policy exerts its effects on the econ- 
omy would be eliminated and the effectiveness of monetary policy as 
a means of promoting economic stability would be significantly 
reduced. 

I would therefore favor retention of the interest rate ceilings. 
However, provision must be made for adjusting these ceilings as 
underlying conditions change. For example, it is possible to imagine 
circumstances in which general inflationary pressures are present 
which call for a generally restrictive monetary policy while at the 
same time the construction sector of the economy is operating below 
its capacity. In this situation, the existence of fixed ceilings on FHA 
and VA interest rates would result in undue restriction in the con- 
struction field. Under such conditions, the rate ceilings should be 
raised. Similarly, there might be circumstances in which a lowering 
of the ceilings would be desirable. . 

In the last few years, adjustments have been made in the interest 
rate ceilings, partly through administrative rulings of the FHA and 
the VA within the limits of the authority delegated to these agencies 
by the Congress and partly through statutory changes made by the 
Congress itself. I believe the results achieved under these arrange- 
ments have been reasonably satisfactory. However, I think the pos- 
sibility of delegating authority to adjust the interest rate ceilings to 
the Board of Governors of the Federal Reserve System is worthy of 
consideration. This would involve deliberate recognition of the rate 
ceilings as a device for controlling the supply of credit for residential 
construction, and I believe the use of this control would be more satis- 


“For a further development of this argument see W. L. Smith, On the Effectiveness 
Monetary Policy, American Economic Review, XLVI. September 1956, a, 588-600 and 


Monetary Policy and the Structure of Markets, in The Relationship of P 
7 1 ‘ I 8, rices to Ec 
Stability and Growth, compendium of papers submitted by Spumeliite aupantian tadeoe de 
Joint Economic Committee (Government Printing Office 1958), pp. 493-511. 

On this, see Smith, Monetary Policy and the Structure of Markets, op. cit. 
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factorily integrated with our other weapons of economic stabilization 
if the administration of it were turned over to the Federal Reserve. 

Our experience with restrictive monetary policy during 1955-57 
suggests that our present monetary controls impinge with special 
force on a few sectors of the economy. Residential construction 
seems to be affected more than any other sector, for reasons outlined 
in this paper. Expenditures by State and local governments on 
schools, highways, and other public works also seem to be fairly sensi- 
tive to credit conditions, and, under some circumstances, capital ex- 
penditures by smaller business concerns may be disproportionately 
affected. On the other hand, capital outlays of larger businesses and 
consumer expenditures on durable goods financed by means of install- 
ment credit appear to be quite insensitive to monetary policy. 

While more intensive study of the effects of monetary policy is 
needed in order to arrive at a satisfactory evaluation, I believe our 
recent experience suggests that the general credit-control ee 9 
now employed by the Federal Reserve need to be supplemented by 
selective controls in areas where such controls are feasible. I would 
suggest the establishment of selective controls over consumer install- 
ment credit and the imposition on commercial banks of variable 
secondary-reserve requirements in the form of Government securities. 
The latter proposal would give the monetary authorities some power 
to control the composition of bank portfolios. Shifts of bank assets 
from Government securities to loans, which the Federal Reserve was 
unable to prevent with its present weapons, contributed significantly 
to inflation in 1955-57, I believe. 

The adoption of selective credit controls such as these, together 
with the retention of adjustable-ceiling interest rates on Government- 
supported mortgages, should serve to broaden the impact of monetary 
policy and make it a more flexible and effective means of promoting 
economic stability. It would also mean that, when monetary restric- 
tion is necessary in times of inflationary pressure, its effects would 
not be so excessively concentrated on residential construction as has 
been the case in the last few years. 





ED 


wh 
If 
pre 


wo 
ys 


pre 
vis 
to 

me 
me 
int 


len 
ass 
or: 
the 
ho] 
fin 


ma 
pre 
gre 


fin: 


ter 
thea 
tio’ 
see 
mu 
mo 
ap 
ter 


gu: 


Lo 





IMPROVEMENT OF FEDERAL HOME LOAN BANK 
PROGRAMS 


EDWARD E. EDWARDS, Professor of Finance, School of Business, Indiana 
University, Bloomington, Ind. 


The following question is discussed in this paper : 


In what ways could the programs administered by the 
Federal Home Loan Bank Board be supplemented or modi- 
fied to increase and to improve the distribution of the pool of 
credit available for new residential construction ¢ 


Before exploring the ways to do so, however, it might be worth 
while to consider how much increase or what improvement is needed. 
If agreement could be reached as to the proper objectives for these 
programs, the necessary means for accomplishing the desired ends 
would be more readily apparent. 

The programs administered by the Board include, among others, the 
promotion of a system of home financing institutions, and the super- 
vision of the Federal home loan banks. Both of these programs appear 
to be based on the assumption that home financing needs should be 
met by private rather than public means, with the function of govern- 
ment being to provide an appropriate environment for savings to flow 
into home financing. 

A most important and distinctive feature of these programs is that 
lending decisions are made at the local level by the institutions which 
assume the risk, with a minimum of interference either by government 
or a remote home office. This, it seems to me, is the American way, and 
the best way for financial resources to be allocated. Thus I would 
hope and certainly recommend that as much as possible of our home 
financing be done through the programs administered by the Federal 
Home Loan Bank Board. The corollary of this, of course, is that we 
make as little use as necessary of Government insurance and guaranty 
programs, direct lending by Government agencies and related pro- 
grams that put or tend to put the Federal Government into the home 
financing business. 

But if we are to increase the importance of the programs adminis- 
tered by the Federal Home Loan Bank Board (which probably means 
that we must increase the lending volume of savings and loan associa- 
tions, since neither life insurance companies nor mutual savings banks 
seem likely to join the bank system in any large numbers), then we 
must make certain that lending services are improved. Right now the 
more typical loans made by savings and loan associations are too small 
a percentage of the cost of the houses, and have too high a rate of in- 
terest and too short a term as compared with Government insured or 
guaranteed loans. 

Thus I conclude that the proper objective for the Federal Home 
Loan Bank Board would be to expand the scope and to improve the 
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terms of the lending programs under its jurisdiction. Expansion 
should be sufficient for home builders and home buyers to meet an in- 
creasing portion of their home financing needs through these pro- 
grams, “thus lessening the need for further Government yrograms. 
Improvement Aacilaetinsiens eal hn oaliaians tn nadie bexcamrens 
to obtain substantially the same terms as under insured or guaranteed 
mae roe ams. These objectives can, in my opinion, be : achieved. 

What needs to be done to bring about these results? First of all, 
Congress needs to define the res sponsibilities of the Board in such a way 
as to assure a more positive and constructive attitude on the part of the 
Board and its administered agencies in meeting home financing needs. 
The record ' of now over a quarter of a century shows quite clearly that 
the Board and its administered agencies have been more concerned with 
preventing the failure of any savings and loan association than “ge 
the raising of necessary funds to meet home financing needs. As ¢ 
result, savings and loan associations do no more, proportion: ro 
of the home finance ing business than they did in the decade of the 
twenties before the bank sy stem was organized. 

Responsibility for this performance rests only partially with the 
Board. Congress, in recent years, has not asked it todo more; neither 
have the member associations nor the public. Builders and home buy- 
ers, nena objection to the Board’s programs 
and policies, obtained their goals through expansion of Government 
insured or guaranteed loan programs, and Government-financed sec- 
ondary mortgage markets. While further expansion of these Govern- 
ment programs presumably might continue throughout the decade of 
the sixties, that would, in my opinion, take the Federal Government 
much further into the house buildi ng and home financing business than 
either necessary or desirable. 

Second, the Board should be more mindful of home financing needs 
and less of savings and loan operations, which probably means that 
the Board should be enlarged, appointments made less political, emolu- 
ments of office substantially increased, and authority enhanced. While 
the Board may 1 considered as having comparable responsibility 
to the Board of Governors of the Federal Reserve System, the im- 
portance and prestige of the two boards should be much more nearly 
equal than at present. Certainly the Board should be as independent 
of the Bureau of the Budget, the Civil Service Commission, the Gen- 
eral Accounting Ofiice, and other similar agencies as is the Board of 
Governors. 

Perhaps one reason why the Board does not have either the necessary 
authority or prestige is the fact that it is overly concerned with savings 
and loan operations. If so, the examining, supervising, and insuring 
of savings and loan associations should be subordinated to the more 
important function of providing an adequate supply of home financing 
credit. Certainly some thorough study should be made of the pos- 
sibility of having these routine functions delegated by the Board to one 
or more administrative agencies rather than leaving them combined 
with the more imaginative function of providing adequate home 
financing. 


1 For the factual record, as well as for carefully considered recommendations, the author 
suggests reference to either or both of two studies, as follows: Report of the Special 
Committee To Study the Federal Home Loan Bank System, U. S. Savings and Loan League, 
September 1956, and A Program To Revitalize the Federal Home Loan Bank System, Sav- 
ings Association League of New York State, May 1958. 
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Third, the Board should assume responsibility for becoming the 
major source of information on home mortgage credit, and the agency 
to which Congress should turn for such information. The Chairman 
of the Board should be able to speak with the same authority on home 
financing needs as does the Chairman of the Board of Governors on 
credit for business. This suggests the development of a highly in- 
telligent, well-trained research staff, and wide dissemination of the 
facts about home financing. 

Since home financing (and the real estate business generally) is so 
local in character, being well informed about the subject on a national 
basis requires competent observers at the local level and effective com- 
munication upward. The Federal home loan banks, if adequately 
staffed (and perhaps if relieved of supervisory functions), could meet 
this need. 

If the Board and the regional banks are to become the best-informed 
agencies on home- financing needs, considerable increase must be ex- 
pected in their staffs and their o operating budgets. To pay for this 
increase, a different arrangement for assessing - costs to member asso- 
ciations may be needed. One possibility w ould be to require member 
associations to carry at their regional banks some minimum deposit or 
reserve balances, without interest, not unlike the present reserve re- 
quirements of member banks in the Federal Reserve System. This is 
not recommended, however, since the principal effect of such a require- 
ment would be to tie up funds that might better be invested in home 
mortgages. 

(While a good case can be made for subjecting associations to the 

same reserve requirements met by commercial banks, the best way to 
work toward equality would be to reduce the reserve requirements of 
member banks. Present requirements, which are more the result of 
historical accident than of reason or necessity, are far too high.) 

Another possibility for giving the Board adequate operating funds 
would be to permit the Federal home loan banks to issue demand notes 
in the form of currency. This is not reeoommended either, for obvious 
reasons, but is suggested to illustrate the great advantage which the 
Federal Reserve System has in obtaining» its funds without interest 
cost. The Federal Home Loan Bank Board has no “subsidy” of this 
kind, and probably does not need one, but it does need additional in- 
come if it is to reach maximum effectiveness. 

Fourth, the Board should make increasing use of the tremendous 
borrowing power of the Federal home loan banks, and should seek the 
most appropriate means for putting these funds to use in those home 
mortgage markets most in need of additional funds. Here is a sleep- 
ing giant that could pick up and carry much of the home-financing 
burden of the next decade. No one really knows how much could be 
borrowed, but the amount certainly is many, many times the maximum 
yet reached. 

At the close of business in 1957, the total obligations outstanding 
amounted to only $826 million, or consider ably less than 1 percent of 
the total home mortgage debt. But that is only half the story. On 
that same date, the banks held in excess of $900 million in United States 
Government obligations, which in effect meant that the bank system, 
on a net basis, was contributing no funds whatever to the home mort- 
gage market. 
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Failure of the Federal Home Loan Bank System to issue its own 
long-term obligations in the capital markets undoubtedly has stimu- 
lated the demand for Government insured or guaranteed loans by large 
investors who otherwise might have bought bank obligations. Thus 
the Board has weakened its own programs in two ways at the same 
time, first by denying its members access to long-term borrowed funds 
and second by encouraging potential buyers of its obligations to 
acquire home mortgages instead. 

Right now, with the rapid growth of pension funds and the resulting 
pressure for investment outlets, the Board should be offering its long- 
term obligations in substantial volume with maturities and yields suffi- 
ciently attractive to make them preferable to insured or guaranteed 
mortgages. At the same time it should be encouraging member asso- 
ciations to borrow on a long-term basis in order to meet local mortgage 
demands. 

Member associations with strong local demand for home-financing 
funds have had to raise their rate of dividend on all of their capital 
and increase their advertising budgets in order to raise even a portion 
of the needed funds. The resulting high cost of money many times has 
made it impossible for them to do the home financing at reasonable 
terms. If these associations could have obtained a fair proportion of 
their capital through long-term advances, their total costs of money 
would have been less. 

(The advantage of being able to borrow money rather than raise 
dividend rates may need to be explained. An association with $100 
million in share capital, paying 3 percent dividend, may wish to grow 
to $120 million in 1 year. To do so without borrowing it may have 
to raise its dividend rate to 314 percent, which would mean a cost of 
new money of 6 percent—31% percent dividend on the increased plus 
one-half percent increase in Duidend on the original 100 million. 
Thus it could well afford to pay 4, 5, and even 6 percent on borrowed 
money and enjoy a somewhat lesser rate of savings growth. ) 

But other ways may be available for putting the proceeds of bank 
obligations into home mortgages, direct purchase of mortgages by the 
Federal home-loan banks or their affiliate being the most obvious. 
These possibilities need to be studied, and the banks neeed authority to 
make use of methods found to be appropriate. Until more careful 
study has been made, however, recommendations in this area are pre- 
mature. 

Fifth, the flow of funds into savings and loan associations, and into 
savings accounts of banks and other financial institutions, should be 
stimulated by all appropriate means, including the removal of present 
tax disadvantages. At present, no form of personal income is less 
favorably taxed than interest or dividends on savings account balances. 
The holder cannot even elect the year in which to take or report the 
income. There is no dividend credit, nor can any part of the income 
be considered as capital gain. The entire amount is subject to tax as 
ordinary income. 

One possible solution that should be studied would be to permit 
savers to report interest or dividends on savings accounts only when 
withdrawn. Another suggestion worthy of studywould be to permit 
banks and savings and loan associations to pay income tax at a flat 
rate on all interest or dividends distributed and to make such interest 
or dividends tax free to the savers. 
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Other means for increasing the flow of funds into savings and loan 
associations might include the payment of higher rates of dividend on 
large balances not subject to immediate withdrawal than on regular 
accounts. This practice currently is prohibited for federally char- 
tered associations, as is also the computation of dividends on average 
balances, and many other variations in operating practice that might 
be effective in bringing increases in savings capital in specific markets. 

As in other areas of human behavior, research is needed in the sav- 
ings habits of the American people. The Board should conduct or 
encourage such research, which again suggests the development and 
expansion of a professional research staff. 

Sixth, the Board should cease trying to regulate each transaction 
an association enters into, and should endeavor instead to protect the 
public from loss through strict enforcement of adequate reserves for 
losses. The best illustration of this point is the arbitrary limitation— 
only recently relaxed—on the amount of each loan to 80 percent of the 
appraised value of the home. If 90 percent loans are safe enough 
for the Federal Government to insure (and a good case can be made 
that a portfolio of 90 percent loans actually is safer than one of 80 
percent or less), then associations with reserves ought to be permitted 
to complete with the Government insured loans. 

Government insurance should be reserved for loans that banks or 
savings and loan associations or other financial institutions are un- 
willing to make otherwise. To offer Government insurance on loans 
that otherwise would be unlawful merely creates a Government mo- 
nopoly, and should not be tolerated. 

A second illustration is the combination of rules that effectively 
prohibit an association from engaging in the financing of land de- 
velopment. As a result, associations are denied participation in the 
most important step in the home building process—determination of 
location. Restrictions of this kind very likely have the opposite re- 
sult of that intended. Instead of association investments being safer 
they probably are less desirable. The best builders and land de- 
velopers have no trouble placing their mortgages on completed prop- 
erties, but they frequently need funds for land development. Asso- 
ciations now have little to offer them, hence do not have much chance 
of getting these most desirable mortgages when the properties are 
completed and sold. 

Many other examples of strict enforcement of abritrary rules could 
be mentioned, but there would seem to be no need to do so. What 
associations need is a wider opportunity both for success and for 
failure—an opportunity to risk their accumulated reserves. They 
certainly should have as much freedom to make home loans as com- 
mercial banks have to make business or personal loans. 

However, if the Board is to continue to pay close attention to the 
details of individual transactions, it should be just as much concerned 
with the failure of associations to meet home financing needs at rea- 
sonable terms as with practices that in the Board’s opinion are unsafe. 
The holding of a charter, in my opinion, involves the obligation to 
serve home financing needs just as much as it does to provide a safe 
and convenient place for savings. Management that fails to serve its 
community as a source of home financing should be criticized and 


removed as freely as management that endangers the funds entrusted 
to it. 
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Seventh, the restrictions on conventional mortgage lending by com- 
mercial banks should be removed or lessened. The arbitrary limita- 
tion of mortgage portfolios to some percentage of savings accounts 
or of capital accounts, and especially the limitations on percentage of 
loan to value and on maturity tend to lessen bank participation in the 
home financing field. These limitations were imposed originally with 
the intent to protect depositors, on the unproved assumption that long- 
term mortgage loans were less safe, or that bankers had less skill in 
making these loans than other loans. There is no reason to believe 
that either of these assumptions is now valid. Furthermore, since 
depositors are amply protected by bank capital structures and by Fed- 
eral insurance, the reason for such limitations no longer exists. 

Banks should have as much freedom to make home-mortgage loans 
as they do to make business or consumer loans. Competition of banks 
in the conventional home mortgage field not only would be helpful 
to the programs administered by the Board but would also lessen the 
necessity for Government insurance or guaranty, without which banks 
cannot now compete effectively because of outdated restrictions. 


SUMMARY OF RECOMMENDATIONS 


In summary, Congress should (1) define the responsibilities of the 
Board in such a way as to assure a more positive and constructive atti- 
tude on the part of the Board in meeting home financing needs; ts 
enlarge the membership and increase the prestige of the Board; (3) 
require the Board to develop an adequate research staff, making pro- 
vision if necessary for assessing increased costs to member institutions; 
(4) insist that the Board make effective use of the tremendous borrow- 
ing power of the Federal home loan banks; (5) seek out ways, includ- 
ing the removal of present tax disadvantages, to stimulate the flow 
of savings into home financing institutions; (6) remove, and insist that 
the Board remove, arbitrary limitations on individual transactions 
of member institutions; and (7) remove, and insist that appropriate 
supervising agencies remove, present arbitrary limitations on home 
mortgage transactions entered into by commercial banks. 

The effect of these recommendations would be to enable private 
financial institutions to meet home financing needs with a minimum of 
Government interference or subsidy, which in my opinion is the Amer- 
ican way, and the best way, to get the job done. 
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A PROGRAM FOR THE FEDERAL HOME LOAN BANK 
SYSTEM DESIGNED TO IMPROVE THE DISTRIBUTION 
OF THE POOL OF CREDIT AVAILABLE FOR NEW RESI- 
DENTIAL CONSTRUCTION 


KURT F. FLEXNER, Associate Professor of Finance, New York University, 
New York, N. Y. 


The following paper discusses the question: 
> 


In what ways could the programs administered by the 
Federal Home Loan Bank Board be supplemented or modi- 
fied to increase and to improve the distribution of the pool 
of credit available for new residential construction ? 


I, THE CREATION OF A SECONDARY MORTGAGE MARKET 


In an effort to find ways by means of which the Federal Home Loan 
System can be improved so as to function more clearly in line with 
its stated objectives, one must be careful not to lose sight of the over- 
all objectives of this Nation’s economic and monetary policies. The 
people of this country with its vast resources in raw materials, highly 
productive capital and skilled labor, deserve good housing. But 
every effort must be made to make the financing of good housing con- 
sistent with economic stability. It should not, for example, be done 
ina way which would prove unduly inflationary. Inflation, like other 
forms of economic instability, tends to undermine the political and 
economic health of a nation. 

The financing of housing, like the financing of government, industry, 
and agr iculture creates a “demand for the available supply ‘of credit. 
The supply of credit is made up of two parts: savings out of past 
and current income and newly created money. An increase in the 
quantity of money in circulation or in its average turnover at the 
level of full or nearly full employment is, of course, inflationary. 

The fear of inflation, which is in my opinion a wholesome reaction 
to a serious problem, should not be allow ed, however, to discourage 
investment in housing unnecessarily. An increase in the supply of 
money is not the only way to make more housing credit available. 
There is in fact a better way, the more efficient use of the existing 
money supply. 

Of the important instruments of finance, mortgage credit is the 
least efficiently organized. Unlike the other forms of long-term 
credit, it is local in ‘character and lacks uniformity. This is not mere 
accident, but rather the result of historical economic development. 
The main attention of the American credit structure has historically 
been directed toward industry. Through the stock exchange and 
since 1913 the Federal Reserve System, American industry has had 
the advantage of an efficiently organized secondary market for its 
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short-term and long-term capital requirements. The absence of ¢ 
properly developed secondary market in mortgage credit has not “a 
proved a handicap to the housing industry, it has also made the financ- 
ing of homes more dependent on new credit than it would have been 
if the existing supply of credit had been employed more efficiently 
through the use of secondary markets. 

That this Nation has been aware of the need for better organization 
in the financing of housing, has been demonstrated at various times. 
In the early 1930's, partly the result of the depression and partly 
due to lack of organization, the mortgage debt created serious prob- 
lems for debtor and creditor alike. Responding to the depressed con- 
ditions of the mortgage market, the Federal Government enacted a 
series of emergency measures. Most of these devices were either 
devoid of long- range objectives or, like the FHA and FNMA and 
the postwar VA guaranties, were burdened with rigidities which 
limited their usefulness in a basically free-market system. 

The Federal Home Loan Bank System, unlike most of the emergency 
measures of the 1930's, was considerably more than mere “Government 
intervention.” Its stated objectives are to facilitate home ownership 
through its powers to lend funds to its members, and to supply them 
with emergency credit during critical periods of unusual withdrawals. 

The Federal Home Loan Bank System was created in part to vs 
flexibility to home financing. The System’s nonemergency advances 
to its members were intended to reallocate savings from areas in which 
they were relatively abundant to other areas in which there exists 
a shortage of savings relative to the demand for mortgages. To limit 
housing in a rapidly growing area to savings located in that area, 
while other areas accumulate idle savings, is undesirable from an 
economic point of view. The Federal Home Loan Bank System was 
intended to reallocate savings, but in its present form it is unneces- 

sarily handicapped. 

It is possible, in my opinion, to enable the System, by the use of 
appropriate legislation, to include in its operations the functions of a 
secondary market. Such a step would not only help to allocate sav- 
ings in line with the demand for mortgages throughout the Nation, it 
would also give the conventional mortgage what it now sorely lacks— 
uniformity and a national market. 

Although Government guaranteed FHA and VA mortgages and 
their purchases and sales by FNMA have provided a national “market 
for a sector of the mortgage-finance industry, the limitations con- 
tained in these devices greatly restrict their potentials as a second- 
ary mortgage market. 

Of even greater importance is the complete lack of such a market 
for conventional mortgages. An attempt has been made to over- 
come this handicap by the use of the 50 percent participating pur- 
chase. This device is undoubtedly useful in shifting savings from 
one area to another, but there is a definite risk involved and its use 
must be, as it is now, limited . 

At present the Federal home-loan banks can finance the advances 
they make to their members by 1 or more of 3 methods. In only one 
of these, howev er, are funds transferred from associations with ex- 


4S. Rept. No. 837, 72d Cong., 1st sess., Washington, June 16, 1932. 
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cess cash to others with cash deficits in relation to their mortgage 
demands. This kind of reallocation occurs only when the Federal 
home-loan banks finance advances to members from the deposits 
which they hold. Their deposits, of course, belong to members with 
surplus cash. Even this device, however, is in no way related to a 
secondary mortgage market, and in cain suffers from other 
defects. 

An association with surplus cash is usually not anxious to deposit 
it at a relatively low rate in the Federal home-loan bank of its dis- 
trict. Currently most associations with surplus cash are likely to 
prefer another ‘alternative, the participating mortgage. Although 
this device transfers funds in accordance with mar ket demand, its use 
is necessarily restricted by the element of risk involved. .A New York 
association is simply not in the same position to judge risk in Cali- 
fornia, for example, as it is in its own area 

Federal home-loan banks cannot compete at present effectively for 
the deposits of its members. A bank cannot or will not pay a higher 
interest on the deposits of its members than what it would have to pay 
for floating an issue of its obligations, and this is not enough to at- 
tract deposits i in large volume. The “internal” deposit device has, in 
fact, failed to redistribute savings among the 11 bank districts. 

In the other two methods of financing the advances made to mem- 
bers, the idle funds contained within the System are not involved at 
all. These methods consist of selling the System’s obligations to the 
public, and in the reduction of Treasury obligations hel id by the Sys- 
tem. It is evident that every means should be employed for making 
use of idle funds within the System, before its own bonds are offered 
for sale. This is simply in line with the principle that the existing 
money supply should be used efficiently before pressures are created 
which lead to the creation of new money. 

The financing of advances from the sale of Treasury obligations 
held by the Federal home-loan bank is, of course, greatly restricted 
by the relatively limited quantity of such obligations which the Sys- 
tem can reasonably hold. 

Although, a shortage of savings in terms of an existing demand for 
mortgages in a particular district can be remedied by a sale of Federal 
home-loan bank bonds to the public and to the commercial banks, this 
method as was emphasized above should not be employed so long as 
the money can be raised by a better use of the existing supply of 
mortgage credit. In this connection the creation of an effective 
secondary market for mortgages is a necessary step. 

In the opinion of this writer the Federal Home Loan Bank System 
is ideally suited to perform the operations of a secondary mar ket for 
itsmembers. This is especially true since the Federal Reserve System 
has repeatedly stated that it 1s opposed to adopting selective credit 
devices. The Federal Home Loan Bank System is, furthermore, much 
better acquainted with the techniques of the mortgage market than 
the Federal Reserve System. 

The objective of the secondary mortgage market would be to give 
the home mortgage a degree of uniformity and national marketability 
which up to now it has not enjoyed. This would not only result in a 
better use of available funds, but would attract to the mortgage 
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market more funds than have previously been available. Funds 
that would otherwise be invested in private housing through the mort- 
gage device are at present drawn to alternative types of investments 
as a result of the lack of organization in the mortgage market. Mar- 
ketability is a prerequisite for making the mortgage more attractive 
to many potential institutional and private investors. A more at- 
tractive mortgage will reduce the need for public funds in providing 
good housing ‘for the American people. 

The Federal Hlome Loan Bank System’s secondary market opera- 
tions can be constructed along very simple lines. Its two major con- 
tributions to the mortgage industry should be the better use of 
available funds and the increased marketability of the mortgage. A 
simple model will help illustrate how this might be accomplis shed. 
The actual procedure will be divided into two parts. The first step 
involves a process which will increase the marketability of a conven- 
tional mortgage. The second step will put the existing supply of 
credit available for morta: ages to better use. 

Each member institution will have the right upon payment of a 
moderate fee to ask the proper official at its Federal home-loan bank 
to rate its conventional mortgages as soon as a loan is completed 
or at a convenient time thereafter. These mortgages will thus be 
reappraised in time with standards set up by the pears in Wash- 
ington. The rating of each mortgage need only re in 1 or 2 eate- 
gories, A and B, for example. Mortgages rated A will be eligible 
for the secondary-market operations of the banks. Those rated B 
will not qualitfy for this purpose. This is not to say that a Bn lortgage 
is a bad mortgage, it is simply not suitable for national distribution. 

This procedure will require a new department responsible to the 
Board. The function of this division will be to apply the criteria 
established by the Board to the rating of mortgages which may enter 
a national market. 

The second step of the procedure should be carried out by the 11 
district banks. Assuming, for example, that member associations in 
the second district hold more cash than they need or can profitably 
invest in their respective communities, and assuming that member 
associations in the 11th district are short of cash in relation to a 
legitimate mortgage demand the following steps should be taken by 
the banks and associations involved. An association in the 11th 
district will sell to its bank mortgages which have been given an A 
rating by the bank. These mortgages will then be sold by the Fed- 
eral home-loan bank of the 11th district to the Federal home-loan 
bank of the 2d district. 

The final step involves the ultimate purchase of these mortgages 
by some of the associations in the second district. Funds will thus 
be transferred from areas with surplus cash to areas short of cash 
relative to mortgage demands. This transfer will have been accom- 
plished according to standards that meet the requirements of sound 
banking and market principles. 

Since the price of credit in a free-market economy should be borne 
by the borrower, the costs involved in such transfers and in rating 
the mortgages should ultimately be charged to the homeowner in 
whose behalf these expenses are incurred. 
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This plan, in addition to providing an important secondary market 
for the mortgage industry, actually increases the liquidity position 
of the associations. The relationship between liquidity and the mar- 
ketability of assets is, of course, obvious. Although in times of 
economic crises, the Federal home-loan banks should be able to gen- 
erate the liquidity required for possible withdrawals, liquidity is 
needed for two other purposes: To meet the requirements of normal 
banking operations and for changing the structure of the investment 
poe when market conditions warrant such changes. 

‘ash liquidity is expensive and competes only too frequently, there- 
on with loss reserve ratios and the quality of the mortgage portfolio. 
The liquidity obtained through a properly functioning secondary 
market costs little and is, therefore, a much sounder device than cash, 
beyond a nominal ratio. 


Il, THE FEDERAL HOME-LOAN BANKS AND LONG-TERM CREDIT 


Under certain conditions it will not be possible to transfer funds 
in the manner suggested in the preceding section. One case in point 
would be a new community currently undergomg economic develop- 
ment at a rapid pace as a result of the emergence of a new industry 
or industries involving the construction of new factories, transporta- 
tion facilities, service industries, trade outlets, ete. T a ‘construction 
of homes and other forms of shelter cannot wait, of course, for the 
time ams at savings will provide the necessary credit in the community. 
Nor can they sell existing mortgages for ‘the “cash pockets” which 
may exist elsewhere in the N: ation, since such mortgages do not yet 
exist, and won't for some time, in large enough quantities. Under 
such conditions the Federal Home Loan Bank System can help by 
providing the necessary credit. Since mortgage loans are made under 
long-term contracts, such credit should ideally also be on a medium 
or long- term basis. 

The preceding example is, of course, not the only instance in which 
long-term Federal home loan bank credit is desirable. The legitimate 
demand for pean and, therefore, mortgage credit may be very acute 
in a particular area. The supply of savings which are available for 
mortgages in the area may be inadequate. Savings associations else- 
where may not be willing or able to buy existing mortgages from that 
area even after a secondary market is established for this purpose. 
ane ‘re may, however, be available funds that could be tapped for mort- 

gage credit. These funds can be reached through the sale of Federal 
ee loan bonds. Needless to say, a legitimate demand for housing 
cannot be ignored by private lending institutions, for the alternative 
is an increase in public housing. 

At present, Federal home- loan banks differ widely in their policies 
in regard to long term credit. Although, the problem of inflation re- 
quires that the System float its bonds with considerable regard for 
national economic policy, it must nevertheless finance advances to its 
members by this means when funds available for private housing are 
otherwise inadequate for meeting a legitimate demand. 

In only 4 of the 11 banks is long- -term credit (10 years) available at 
present. In four banks no long-term credit is available at all. In the 
remaining 3 the terms vary from 3 to5 5 years. Inthe seven banks grant- 
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ing such credit, the interest rate charged is subject to an escalator clause 
which gives a bank the right to raise the rate up to 1 percent per year 
during the life of the advance to a maximum of 6 percent. 

The whole question of the sale of obligations a Government 
agency for the purpose of aiding a special sector of the economy is, of 
course, a problem for the public to decide. It is definitely a political 
and not an economic question. It should be borne in mind, however, 
that the public attitude toward housing is one of alternatives now. If 
private housing can’t do the job, then the public is willing to ask for 
public housing. It is in this light that the problem of long-term Fed- 
eral home-loan advances should be viewed. 

Since the sale of Federal home-loan bank bonds gives to housing a 
special privilege, the use of this device must always be in the public 
interest. So long as this type of credit is used, however, it should be 
based on sound economic principles. 

Long-term loans (up to 10 years) should be available in all 11 dis- 
tricts. Overall policy in regard to such credit should be made by the 
Board, although the banks should set the rates for their district in 
accordance with existing regional differences. AI] the districts deserve 
equal treatment so far as basic policy is concerned, and there is neither 
logic nor reason behind the present differences in regard to basic policy 
in the 11 districts. 

The current use of the escalator clause in rates on long-term ad- 
vances creates unnecessary problems for the associations. If the 
principle of a 10 year advance is accepted the rate to maturity should 
be known in advance. A corporation borrowing public funds through 
the sale of bonds knows what it will have to pay until maturity. 
It could not operate economically otherwise. 

An association borrowing on a 10-year term invests the funds ob- 
tained from long-term advances in long-term mortgages at fixed in- 
terest rate. If the rate on its advances is increased after a year, its 
income and consequently its loss reserves will suffer. The Federal 
home-loan banks should not attempt to protect their own profits by 
jeopardizing the operations of the member associations. To assure 
equal and sound treatment in all the districts the Board must be willing 
and able to determine basic policy. At present this is not the case. — 

The creation of an effective secondary market and the development 
of constructive policy in regard to long-term advances will go a long 


way in facilitating housing credit without creating an undue strain 
on the economy. 
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CHANGES IN FEDERAL HOME LOAN BANK PROGRAMS 
ROBINSON NEWCOMB, Economic Consultant, Washington, D. C. 


The following question is discussed in this memorandum: 


In what ways could the programs administered by the Fed- 
eral Home Loan Bank Board be supplemented or modified 
to increase and to improve the distribution of the pool of 
credit available for new residential construction ? 


The Home Loan Bank System, like the Federal Housing Adminis- 
tration, was created during a period of serious financial strain. It 
was designed to protect shareholders and depositors during a period 
of general stagnation. Major changes have been made in the Fed- 
eral Housing Administration to fit it for a prosperous, growing 
economy. Similar changes have not been made in the home-loan bank. 
As Mr. Colean has told you, important changes still are needed in the 
Federal Housing Administration, despite the many that already have 
been made. But the home-loan bank has far to go to even catch 
up with the present Federal Housing Administration. The Home 
Loan Bank System is still largely dependent upon local sources of 
savings. It has scarcely begun to tap the long-term national money 
markets—its total borrowings there are under a half billion dollars. 
It has only within the last month permitted up to 10 percent of mort- 
gages to be made for as much as 90 percent of appraisal. It is not, 
even today, doing anything to further research into title or foreclosure 
costs, or into cutting housing costs or improving home-building tech- 
niques or housing standards. It has not signed even one contract 
with the building research advisory board of the Academy of Sciences. 
It has yet to even open negotiations for one study. Other agencies, 
including the Federal Housing Administration, have signed many 
contracts with the Academy of Sciences. The Home Loan Bank 
System is still operating much as it did 20 yearsago. If today’s staff 
were to be transplanted back 20 years in time, or the staff of 20 years 
ago had been moved forward 20 years in time, either would have felt 
very much at home. 

Steadfastness of purpose is a valuable trait. But the ability to keep 
abreast of the times in the use of means toward a steady purpose is also 
not without value. 

I believe the Home Loan Bank Board could adopt a more modern ap- 
proach and more modern instruments to the advantage of the country, 
of homeowners, and of lenders. 

Many specific recommendations have been and are being made to this 
committee on this subject, so I will confine my comments to three pos- 
sibilities for very significant improvement in the Home Loan Bank 
System. If these three improvements can be achieved, many of the 
smaller matters will be taken care of almost automatically. The three 
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are in the fields of (1) tapping savings, (2) loaning funds, and (3) 
confining actions to general policy and supervision, rather than detail 
administration. 

Savings and loan associations still rely on local small savings ac- 
counts for probably 95 percent of their funds. In the 1930’s most in- 
dividuals saved through insured deposits in banks and savings and 
loans. As late as 1939, nearly 75 percent of the reported net financial 
savings of individuals was in these forms. If savings through Govern- 
ment pensions and insurance are not included, most personal savings 
made as late as 1939 were in the form of deposits or of Government 
securities. But, in the boom housing year of 1955, savings deposits in 
banks and savings and loans accounted for only about 40 percent of 
gross individual financial saving. Private insurance and pension funds 
accounted for about a third of the total. The Federal Housing Ad- 
ministration and the Veterans’ Administration systems tapped these 
insurance funds to the tune of about $2 billion. The Home Loan Bank 
System used only about $700 million from these sources in that year. 
The home-loan bank actually paid off $150 million of these loans in 
1956 and 1957, while Federal Housing Administration and Veterans’ 
Administration holdings by insurance companies alone increased over 
$2 billion. 

Mutual investment, insurance, and pension funds are becoming in- 
creasingly important channels for private saving. Savings and loans 
are becoming less important channels. This is understandable. Sav- 
ings and loans invest only in debt, and in debt of only one type. They 
do not invest in equities. Creditors of savings and loans are protected 
up to $10,000 in current dollars, but are not protected in dollars of con- 
stant value. As incomes and as sophistication rise, increased attention 
is naturally given to equities as against debt as a source of investment, 
so savings and loans are handicapped. 

Mutual investment, insurance, and even pension funds can and do 
invest in varying degrees in equities. But most of these pools of 
capital tend to want at least some debt. They can afford to invest 
varying proportions of their capital in mortgages or in paper backed 
by mortgages. As their importance in the economy grows and as the 
relative importance of deposits or shares in savings and loans declines, 
savings and loans should be able to offer paper backed by mortgages 
or other security to these funds. Savings and loans should have ready 
access to such markets so they could continue to provide mortgage 
money to homeowners, even though savers shift to more diversified 
forms of investment. 

It would be easy for savings and loans to tap central savings pools, 
either directly or through secondary markets. An elimination of the 
$10,000 limit on insurance, at least for accounts left for periods of 
possibly 5 years or more, would be a simple device. At present, indi- 
viduals or corporations may deposit in several associations and secure 
the benefit of insurance on larger amounts than $10,000. And they 
can give notice of intention to withdraw at any time. So, the savings 
and loans must carry reserves to protect against unannounced with- 
drawals. Such reserves reduce the amount of funds available for 
mortgages, and usually reduce earnings, too. On the other hand, 
large institutions which prefer to lend in multiples of a million dollars 
for fixed periods are usually not interested in checking the reliability 
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of large numbers of savings and loans and in handling the bookkeeping 
incident to a lar ge number of $10,000 accounts. So they put relatively 
little money direc tly in savings and loans. 

The difference in cost to a savings and loan of servicing accounts 
averaging $1,000 apiece, and subject to call, and of servicing accounts 
of $1 million, not subject to call, has been estimated at between one- 
fourth and one-half percent. A savings and loan now paying 314 
percent for ordinary accounts would be better off paying 334-4 percent 
for large amounts of long-term funds. And it could put a larger pro- 
portion of funds see ured by such large loans in mortgages. 

A second and possibly even simpler method than insuring large time 
deposi ts, made for periods of several years at a minimum, would be 
that of borrowing on long-term notes directly from pension or other 
funds. A note for 10 years properly signed by an insured savings 

and loan association would have a security equal to or better than that 

sec ured by a straight depositor. Should the savings and loan fail to 
pay the note, the Insurance C orporation would have to move in to pro- 
tect the shareholders and would have to pay off the note before it could 
act for the shareholders. 

This is a very simple device. It would not require legislation. A 
simple regulation by the Board authorizing insured institutions to 
borrow 30 to 50 percent of their share capital on notes with maturi- 
ties of 5 or more years would make central savings pools of capital 
available to savings and loans. 

However, a regulation making this pen le would not be as effec- 
tive as legislation giving the right to do this to savings and loans. A 
regulation tends to be viewed as a privilege which may be withdrawn. 

soth potential borrowers and potential lenders might be afraid that 
the privilege of making long-term loans would be withdrawn and that 
it would be better not to take a chance. Many remember vividly what 
the home-loan bank did on September 7, 1955. With the view so 
prevalent in Washington that housing is something that could and 
should be controlled, a regulation of this type could be used to turn 
Sav ngs and loan loans on and off as Federal Housing Administration 
has been turned on and off. 

It is my partic ular prejudice or myopia that the housing market 
should be given an access to funds at all times equal to that of other 
claimants. IEf a don’t want as many houses in 1959 as in 1958, 
let them say so. I don’t like to have Washington officials at either 
end of the Avenue say the people should have fewer houses this year 
or more next. Government officials cannot tell General Electric or 
General Motors or General Telephone to build more or less from year 
to year. Government officials can make the money market as a whole 
tighter or easier. That, it is my prejudice to feel, is enough power 
to give officials in a democratic country. From that point on let the 
people, by way they vote their dollars, decide where or when they 
want to cut back or expand—in housing, i in cars, in equipment, or what 
have you. Don’t let Washington make that decision. 

The effects of Government influence on home building may be illus- 
trated by what happened in 1956-57. The volume of federally aided 
mortgage financing for new construction (by Federal Housing Admin- 
istration and Veterans’ Administration mortgages) dropped 56 per- 
cent, and the writing of savings-and-loan mortgages for new construc- 
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tion dropped 21 percent. The volume of savings and loan mortgage 
writing for other purposes dropped 14 percent. But other conven- 
tional lending for new construction rose. Only federally influenced or 
controlled mortgage writing for new construction was lower in 1957 
than in 1955. New construction mortgage writing relatively far 
removed from the power of Washington rose in 1956-57. 

Those who believe, and honestly, that Government officials, usually 
appointed officia!s, should have the power to control the volume of 
housing will believe that any authority for savings and loans to borrow 
should be given by regulation only, not by law. This is a viewpoint 
that is held strongly by many, on the ground that instability in the 
housing market helps offset instability in other markets, and so makes 
the total more even. They believe it is fortunate that residential con- 
struction was curtailed in 1956-57. This view is widely and honestly 
held. It is certainly a debatable proposition, and it is a view I am 
willing to debate at length. It is responsible for some of the great 
fluctuations in the housing volume in the last 3 years. But I think 
it a dangerous view, one which can cost homeowners dearly. So, I 
would prefer that savings and loans be given the power to borrow 
by law rather than regulation. 

A third device for increasing the availability of funds would be the 
sale of certificates of ownership of rights to mortgages, with some form 
of guaranty by private associations of savings and loans, or by 
regional or the Washington Home Loan Bank Board. This method 
of developing secondary markets would require the development of 
«i new insurance mechanism, which would take time and cost money, 
and it would require a reliance upon governmental action. If it is 
believed that governmental agencies should have the power to turn 
the spigot on or off for most home mortgages, such a Home Loan Bank 
Board operation would appear a simple and reasonable method. If 
governmental control over volume is not deemed desirable, this method 
would appear less satisfactory unless it were done voluntarily, with 
legal sanction, by savings and loans, or associations of savings and 
loans, on a private basis. 

If governmental control appears desirable, another simple method 
of making additional funds available would be for the Home Loan 
Bank Board to expand its sale of long-term paper. The bank has 
not sold much long-term paper. It has not become skilled in the 
business. But it could become skilled. However, many savings and 
loans would hesitate to put themselves in heavy debt to the system. It 
would take time for savings and loans to accept the domination inher- 
ent in heavy indebtedness to a Government agency. 

But whatever the method used and whether it is handled privately 
or by the Government, new sources of funds would seem imperative if 

savings and loans are to continue to finance their past share of a grow- 
ing housing market, and interest rates on mortgages are not to rise 
relative to other rates. 

The second major problem is that of developing better methods and 
policies of lending. Savings and loans were leaders of the field 30 
years ago. They were making amortized mortgages when most of the 
industry was writing straight short-term mortgages, without monthly 
curtail. Butnow the industry takes amortized mortgages for granted. 
It makes provision for monthly payments toward insurance, taxes, 
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and even maintenance bills. And through the leadership of the Fed- 
eral Housing Administration and Veterans’ Administration, the in- 
dustry has learned that 90 or 95 percent mortgages can be safe—98 
percent of the people are honest. And once they, buy a home they want 
to improve it. It is their home and they want to make it a good home. 
So even if the original mortgage was a 95 percent mortgage, it is not 
long before the improvements the fantily has made make the mortgage 
a 90 percent, or an 85 percent loan. 

Even the 2 percent who are less honest generally find it to their in- 
terest to keep up the mortgage. So a well managed mortgage busi- 
ness handling 90 percent or “95 percent mortgages has few losses. 

But the savings and loans business has not learned this officially. 
Actually, it makes such mortgages under the table. It has to com- 
pete with the Federal Housing Administration if it is to finance new 
construction effectively. But it has not done so openly, freely, com- 
petitively. However, last month the Board authorized a small amount 
of 90 percent loans. This is an excellent beginning. But it is only 
a very small beginning. Savings and loans should be just as able, and 
as willing, to make 90 percent loans as are mortgage men making FHA 
loans. 

Just as savings and loans should not be dependent upon one source 
of funds, that of local individual savers, they should not be depend- 
ent upon one outlet for their investment, home mortgages. A century 
ago, when savings and loans were getting started, the one lar ge debt a 
family w illingly contracted was a mortgage. Savings and loans were 
developed to help make this mortgage writing possible. But now 
families borrow far more each year for other purposes than they do 
for housing. Savings and loans have not kept abreast of this growth 
in family needs for “credit. Both to serve their communities better, 
and to balance their portfolios, savings and loans should be authorized 
to loan on a broad range of personal short term as well as long-term 
paper. Savings and loans also should be able to buy local govern- 
ment debt. And they should be able to help finance the development 
of subdivisions or tracts. In this day and age houses are no longer 
commonly built on undeveloped land which is later improved through 
special assessment bonds. ‘Today streets and utilities are put in first, 
then houses are sold. When savings and loans were first organized it 
was not necessary to finance such operations in advance of home- 
building. Now it is. But here, too, the powers of savings and loans 
have not kept abreast of developments. 

The third major problem is that of reassessing the function of the 
Board and the System itself. Today the Board is heavily concerned 
with routine operations. It even passes on each application that a Fed- 
eral association may file for a new branch. And the Insurance Cor- 
poration is reported to question detailed operations of associations 
which have demonstrated their soundness and have large reserves. 
Some of the regional banks ask member savings and loans to handle all 
dispersal of funds on loans, savings accounts, expenses, etc., through 
the regional bank rather than through the local commercial banks. 
Such attention to detail, and interference with normal business opera- 
tions, is undesirable. 

The Board should be a top policy center like the Federal Reserve 
Board, free from indirect pressure by the Budget Bureau or by the pa- 
tronage secretary in the White House. 
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A preliminary hearing such as this may not be the place to suggest 
how such a policy of increasing the stature and lessening the pressure 
of detail for the Home Loan Bank Board could be handled. The 
committee will be flooded with suggestions. But the principle should 
be emphasized that savings and loans no longer need to be wet nursed 
as was sometimes the case 20 years ago. They should now be treated 
as responsible members of an adult society. An industry whose assets 
now approximate $53 billion should no longer be supervised by a 
Board whose function is regulation, whose days are filled not with 
policy but with detail. The Board can rise to this challenge. It 
should be allowed to do so. 

Savings and loans evolved in the 19th century and through the 
second decade of the 20th century with the changing economy and 
bodies politic. This evolution was understandably checked by the 
passage of Federal legislation, primarily the Home Loan Bank Act, 
nearly 25 years ago. This legislation froze policies and practices in 
the molds of the 1930’s, and under the pressure of depression fears. 
Savings and loans now need to be adapted to the challenges of the 
1960’s, not to the problems of the 1930’s. They need to be able to tap 
new pools of money, and to have new avenues of investment. Asa 
they should be supervised by a reinvigorated Board divorced from 
politics, but wedded to the homebuilding and financing industry, by 
a Board freed from routine chores, but charged with the responsibility 
of developing and broadly enforcing policy. This is a challenge, but 
one that can be met. 
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INCREASING CREDIT FOR NEW CONSTRUCTION 
NEAL J. HARDY, Director, National Housing Center, Washington, D. C. 


The questions assigned to the writer and on which this paper is 
based read as follows: 


In what ways could the programs administered by the Fed- 
eral Housing Administration, the Veterans’ Administration, 
and the Federal National Mortgage Association be supple- 
mented or modified to increase and to improve the distri- 
bution of the pool of credit available for new residential 
construction? What can be expected from FHA’s certified 
agency program as a factor to change the size and distribution 
of this pool of credit ? 


In considering the problem of increasing and improving the dis- 
tribution of the pool of credit available for new residential construc- 
tion, the question of mortgage interest rates on FHA and VA loans 
would appear to demand first attention. 

In discussing this issue, it may prove helpful to review briefly the 
experience to date with this knotty problem. During the original 
congressional debates preceding the passage of the National Housing 
Act in 1934, considerable attention was given to the whole question 
of interest rates. Then, as today, opinion varied all the way from 
proposals to fix maximum interest rates by statute at a permanently 
low level to reliance on the usury laws of the respective States. The 
final decision of the Congress was to establish a ceiling figure of 6 
percent beyond which the interest rate on FHA loans could not gO, 
and the Federal Housing Commissioner (then Administrator) was 
given the responsibility to establish maximum interest rates from time 
to time on the basis of prevailing market decisions. It was the inten- 
tion of the Congress that rates should be established at fair levels 
which would provide a reasonably steady flow of funds into the 
insured-mortgage system on a basis which avoided unwarranted pre- 
miums on the one hand and heavy discounts on the other. 

With the passage of the GI home-loan program in 1944, a different 
approach was adopted and a ceiling interest rate of 4 percent was 
written into the basic law. Since at that time the FHA rate was also 
4 percent and this rate was adequate to attract private savings into 
both insured and guaranteed mortgages, no particular problem was 
encountered. After World War II, however, when housing produc- 
tion was substantially increased and the demands for long- term invest- 
ment funds from other sectors of the economy grew significantly, a 
fixed interest rate of 4 percent became less and less attractive to those 
private lenders who began to enjoy an increasing degree of choice in 
their investment decisions. After the famous Treasury- -Federal Re- 
serve accord and the abandonment of a basic Federal policy of main- 
taining interest rates at low levels, this entire problem became 
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intensified. Increasingly, in the years which have followed, during 
periods of so-called tight money, fixed interest rate FHA and VA 
loans have been disadvantaged in the competition for funds in the 
market place. This has been true despite the fact that maximum 
contract interest rates in both programs have been increased on several 
occasions and discounts of a magnitude unknown, and, in fact, pro- 
hibited for many years in the F HA program, have been allowed. 

Currently, the problem is further complicated by the statutory 
requirement that the VA rate must be pegged at a one-half point below 
the FHA rate. There are many who argue that the security behind 
a GI loan should be worth at least a one-half point to an investor as 
compared with an FHA loan. Regardless of the possible merits of 
this argument, the unavoidable fact of the matter is that private 
investors do not so evaluate the two types of insured and guaranteed 
loans. The result is reflected, by and large, in substantially higher 
discounts on GI loans which carry a lower contract rate of interest. 

All of this experience would seem strongly to indicate that the 
original decision of the Congress in establishing the interest-rate for- 
mula, which still controls the FHA program, was a wise one. It 
is, therefore, suggested that serious consideration be given to adopt- 
ing this same formula for the VA program; that is, the establishment 
of a ceiling rate, with com slementary administrative authority in 
the hands of those ieanenidle for the VA program to establish rates 
from time to time at levels dictated by conditions in the money mar- 
ket. It would further appear necessary as a practical matter to pro- 
vide that the administratively established maximum interest rates 
for both FHA and VA loans should be established at the same level 
and should move either upward or downward simultaneously. 

This suggestion does not go as far as many experts would like to see. 
There is a considerable body of opinion which holds that if FHA and 
VA mortgages were free of any interest-rate control these securities 
could compete freely with competitive investments in the private 
market. The writer doubts whether the solution to the problem of 
increasing the availability of mortgage money can be so simply stated. 
Experience on several occasions during the last 4 or 5 years would 
seem strongly to indicate that even w hen the effective yield on FHA 
and VA loans has been substantial, due to the charging of extremely 
heavy discounts, private funds still tend to move into alternative and 
still more attractive long-term investments. This is simply another 

way of saying that, during a period of capital shortage and the impo- 
sition of monetary controls, those areas hit first and most severely 
are housing, small business, generally, and local-government financing. 

Further discussion of this situation is not germane to the specific 
question to which this paper is addressed, but it is important to recog- 
nize that interest-rate adjustments alone will not remove all of the 
barriers to mortgage investment in the volume which will undoubtedly 
be required if the housing demands of the next decade are to be met. 
On the other hand, reasonable freedom to establish maximum interest 
‘ates on FHA and VA loans in the light of shifting market conditions 
would seem to be a reasonable and necessary condition precedent to 
other actions herein suggested. 

It is assumed that the question on which this paper is based con- 
templates that means can be developed to attract a larger proportion 
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of the existing long-term private savings of the country into the FHA 
and VA program and, more particularly, into the new residential con- 
struction financed under those programs. If this assumption is cor- 
rect, it is worthwhile to review briefly the composition of the private 
long-term savings in this country and to examine briefly some of the 
impediments to the investment of a greater share of those savings 
resources in insured and guaranteed mor tgages. 

Currently, almost all of the money which is invested in mortgages 
comes from those institutions which are trustees of private savings 
and which, by experience, are peculiarly fitted to acquire and service 
this type of investment. These institutions represent, of course, the 
savings and loan associations, life insurance companies, savings banks, 
and, to a lesser degree, mortgage companies and commerci: il banks. 

The savings and loan associations are really the only institutions 
in this countr y whose business is almost entirely devoted to lending on 
mortgages. Life insurance companies and savings banks, the other 
two principal institutional investors in mortgages, have considerably 
more flexibility in the decisions they make as to the extent to which, 
at any point in time, they will invest their resources in mortgages, 
since the laws under which they operate give them a much broader 
investment base than is true of s savings and loan associations. 

Even more significant in an analysis of our savings resources than 
the institutional factors just mentioned is the substantially changed 
complexion of the long-term savings resources of the American people 
as compared with the situation which prevailed even 25 years ago. 
I refer, of course, to the fact that the savings held in pension funds 
and trusts have grown to a point where they now represent a sig- 
nificant share of our total savings, and there is every indication that 
this trend will continue in the years ahead. 

Savings held in pension funds find the long-term amortized mort- 
gage a peculiarly unattractive investment as compared with conserva- 
tive coupon securities. The investment of savings in mortgages, par- 
ticularly FHA and VA mortgages, requires the investor either to go 
into the business of servicing such mortgages directly or to contract 
with responsible servicing agents to perform this task. We are con- 
fronted with the plain fact that the long-term monthly amortized 
mortgage which has proved such a tremendously successful debt in- 
strument to the borrower and has been largely responsible for the 
growth of homeownership in this country, has become an awkward and 
difficult type of investment to the management of an increasing share 
of our private savings. Expressed very simply, the trust officers re- 
sponsible for the management and investment of pension funds are 
not attracted to FHA and VA mortgages which, by their terms, 
require the constant reinvestment of monthly principal repayment and 
monthly servicing of borrowers’ accounts, particularly when alterna- 
tive coupon securities have for the last several years been available 
at extremely attractive rates. 

It was to meet this situation that the Federal National Mortgage 
Association was created, although to date it has made no very sub- 
stantial progress in performing the task of selling coupon securities 
to private investors and using the proceeds of those debenture sales 
for the purchase of FHA and VA loans. It is suggested that serious 
consideration be given to a substantial expansion in the secondary 
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market activities of the Federal National Mortgage Association. In 
making this suggestion it should be emphasized that the Federal Na- 
tional Mortgage Association will be considerably handicapped in 
carrying out any very greatly expanded activity unless action is first 
taken to make certain that the contract interest rates on FHA and 
VA loans are set at levels which recognize conditions in the market. 
Unless this is done the Federal National Mortgage Association will be 
in the impossible situation of attempting to issue its own obligations 
on a market which will require the payment of prevailing interest 
rates without the opportunity of investing the proceeds of such de- 
benture sales in mortgages carrying a sufliciently higher yield to allow 
the association to operate on at least a break-even basis. 

The writer would like to emphasize most strongly that in his opinion 
the Federal National Mortgage Association has been operated with 
great skill given the prevailing conditions and limitations with which 
it has had to contend. The suggestions which follow are therefore 
directed to making it possible for the Federal National Mortgage Asso- 
ciation to do a more aggressive job of providing a type of investment 
security backed by Government insured and guaranteed mortgages, 
thus furnishing the means by which an increasing share of our private 
savings resources can be invested indirectly in insured and guaranteed 
mortgages, . 

The Federal National Mortgage Association has alre ady demon- 
strated in a limited way that it can successfully market its own obli- 
gations in the private m: arket at reasonable rates and for varying terms. 
If the association is to expand its activities in this direction at least 
two things will probably be necessary. First, the association should 
prepay be given a larger capital structure in order to increase its 
debenture issuing power. Semele, an aggressive policy must be in- 
stituted of operating the association as the device by which in- 
sured and guaranteed mortgages can be accumulated and held as a basic 
portfolio against which debentures of both short and relatively long 
term can be issued to pension funds, private investors, and institutions 
not equippe « to go into the business of owning and servicing mortgages. 

Consideration should also be given to authorizing the Federal Na- 
tional Mortgage Association to lend on the security of insured and 
guaranteed mortgage collateral. The Home Loan Bank System has 
been successfully operated since 1932 as a reserve credit institution 
for savings and loan associations. Ina practical sense its facilities are 
not available to nonsavings and loan lenders and a similar service 
is therefore lacking for such institutions as commercial banks, savings 
banks, and mortgage companies. It is not suggested that such credit 
would be extended by the Federal National Mortgage Association on 
a basis which would monetize long-term mortgage investments. If 
the association were empowered, however, to advance relatively short- 
term loans up to a reasonable percentage of the unpaid balance of 
insured and guaranteed mortgages held by commercial banks, for 
example, there is good reason to believe that these institutions would 
be more willing to use the authority already granted them to invest 
a reasonable proportion of their savings resources in such mortgages. 

There is one major consideration w thich should be discussed very 
briefly in view of the terms of the question on which this pare is 
based. The major question asks in essence how the FHA, VA, and 
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FNMA programs can be supplemented or modified to increase and to 
improve the distribution of credit available for new residential con- 
struction. If we assume that under the best of all possible conditions 
there is still a limit on the total supply of private investment capital 
available at any point in time for investment in insured and guaranteed 
mortgages, then we cannot escape the fact that one means for increas- 
ing the share of that credit which goes to new construction is to de- 
crease the attractiveness of similar investment in mortgages on existing 
construction. 

For a period of some years the FHA terms on new construction were 
considerably more liberal than they were for loans made on existing 
construction. Since 1954 this has not been the case. There is a sub- 
stantial body of opinion which holds that the decision to extend the 

same FHA terms to both new and existing construction was a sound 
and wise one in view of the fact that only a small percentage of our 
people can, in practical fact, purchase new homes and that our existing 
stock of housing must always be relied on to meet a major share of the 
housing needs of our people. By the same token, there can be no ques- 
tion but that the insurance of liberal, high-ratio loans on existing 
construction consumes some percentage, probably not inconsiderable, of 
the funds which would otherwise be available to finance the increas- 
ing production of new homes. There is also an argument of some 
merit which can be made that the availability of liberal insured mort- 
gages on older homes has a tendency to prevent price declines on such 
properties which otherwise might oceur. 

This whole question raises 2 somewhat difficult choice to which an 
answer can be given only in terms of a decision as to whether, given 
a limited supply of private capital, it is more important to use that 

capital without distinction for the purchase of homes or whether a 
greater proportion of a limited supply should be diverted to the con- 
struction of new homes. The writer tends to believe that in view of 
the growth, both present and anticipated, of American urban com- 
munities and the very substantial expected increase in the number 
of urban households we would be thoroughly justified in giving the 
credit advantage to new home construction, since it seems obvious 
that unless greater progress is made in adding to the American hous- 
ing supply our basic housing problem will become aggravated, not 
diminished. 

FHA’S CERTIFIED AGENCY PROGRAM 


The second question to which this paper is addressed asks what 
can be expected from FHA’s certified agency program as a factor to 
change the size and distribution of the pool of credit available for 
new residential construction. 

Certainly, the objectives of the certified agency program are meri- 
torious. It is designed to make it possible for F HA insured loans to 
be made in small communities and rural areas which have largely 
been bypassed throughout the entire operating experience of FHA. 
Certainly, any Federal program like the insured-mortgage program 
should be available to both lenders and borrowers without regard to 
their geographical location. The certified agency program is based 
on the delegation of certain FHA functions to private lending insti- 
tutions and to the use of fee appraisers to carry out mortgage valua- 
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tion responsibilities. If appropriate safeguards are instituted to 
make certain that these delegated responsibilities are wisely dis- 
charged the certified agency program should prove successful in in- 
creasing the amount of insured mortgage lending in neglected parts 
of the country. Such safeguards, however, are fundamental and 
necessary to a successful certified agency program, for delegation of 
the power to establish valuations and to insure mortgages can readily 
be abused to a point where the whole constructive purpose of the 
certified agency program is destroyed. Scattered reports of such 
abuses have already occurred which are, in the writer’s opinion, suf- 
ficient to suggest a very careful postreview of actions taken under 
the certified agency program to insure that the interests of both the 
FHA and the borrower are adequately protected. 

The argument will no doubt be made by many that one of the 
principal reasons why the FHA has been unable to extend its serv- 
ices to lenders and borrowers in small communities has been the ex- 
cessive cost of handling insurance applications in such localities. The 
writer ventures two observations in answer to this argument. In the 
first place, the FHA was established to create a national system of 
insured mortgages. The fact that the insurance of certain risks, in 
the initial instance, is more expensive than in other cases would seem 
to be a necessary part of the cost of operating such a national system. 
Indeed, it must certainly be true that in the case of private insurance 
activities—life, fire, casualty, etc—there must be a fairly wide spread 
in the cost of insuring individual risks. Yet, every insurance com- 
pany apparently assumes that it is good business to extend its risk 
coverage as widely as possible and no doubt averages its cost of plac- 
ing the insurance on its books in order to accommodate all the clients 
it can get. There would seem to be no reason why the FHA could 
not adopt the same philosophy. 

If, however, this approach does not prove acceptable there is a rela- 
tively simple device which could be considered to make certain that 
CAP cases were handled with due prudence. If it is appropriate for 
the FHA to delegate decision-making authority to individual institu- 
tions without independent review it would seem perfectly reasonable 
to require such institutions to insure CAP mortgages on a coinsurance 
basis, agreeing to assume a reasonable percentage of any insurance 
loss which might occur. Such a system would give the institution 
the advantage of insurance over a major proportion of the risk as- 
sumed but would at the same time require the assumption of a suf- 
ficient degree of risk to impel the observance of reasonable valuation, 
credit, and other lending standards. 
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A MORE EFFECTIVE MORTGAGE INSURANCE SYSTEM 
MILES L. COLEAN, Economic Consultant, Washington, D. C. 


This paper is directed to the following specific questions assigned 
to me: 

In what ways could the programs administered by the Fed- 
eral Housing Administration, the Veterans’ Administra- 
tion, and the Federal National Mortgage Association be sup- 
plemented or modified to increase and to improve the distribu- 
tion of the pool of credit available for new residential con- 
struction? What can be expected from Federal Housing 
Administration’s certified agency program as a factor to 
change the size and distribution of this pool of credit? 


The phrasing of these questions suggests that the volume of credit 
for new residential construction is considered to be inadequate and 
that improvements are felt to be needed in the distribution of what- 
ever volume of credit may be available. These suppositions are dif- 
ficult to prove or to disprove with any finality. 

My view is that, aside from artificial impediments to the flow of 
funds, which will be discussed later on, and possibly from certain 
institutional deficiencies, the residential mortgage market during the 
time since World War II has not on the whole been badly served. At 
the same time, I believe it may be safely asserted that there is some- 
thing to be desired in the manner in which mortgage funds are dis- 
tributed both by locality and in point of time. 


I. THE QUESTION OF ADEQUACY 


The flow of funds for residential mortgages, compared with that for 
other forms of private debt investment, gives at feast some measure 
of the adequacy of the supply of funds for this type of financing. 
Except for a dip during the depression years 1929 to 1933, the pro- 
portion of total private, long-term debt represented by nonfarm resi- 
dential mortgages has steadily risen from 28.3 percent in 1929 to 48.9 
percent in 1957, the debt on 1- to 4-family structures accounting for 
the bulk of the increase (see table 109). During that period the in- 
crease in the dollar volume of outstanding residential mortgage debt 
was $96.4 billion (387 percent), while the outstanding volume of other 
private long-term debt increased only $63.7 billion (101 percent). As 
of the end of 1957, the outstanding volume of all residential mortgage 
debt was $121.3 billion; of home mortgage debt, $107.6 billion; and 
all other private debt, $126.9 billion. 

Whether or not this dramatic increase in investment in residential 
mortgages to the huge present total provided an “adequate” supply 
in some abstract sense is a matter of subjective judgment on which I 
shall not venture an opinion. It is clearly evident, however, that from 
the point of view of effectively obtaining an increasingly dominant 
share of the funds available for all types of private long-term invest- 
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ment, the mortgage market has fared very well indeed. There may in 
fact be some basis for arguing that, because of the special competitive 
advantages that Government has given the mortgage market, other 
claimants for long-term funds have been unduly stinted in the avail- 
ability of funds for their purposes. 

The importance of Government action in giving residential mort- 
gages their paramount place in the market is unquestion: able. The 
Tome Owners Loan C orporation played a crucial part in stopping a 
4-year decline in residential mortgage debt and in bringing about an 
upturn in 1933. In the years from 1934 to 1941 the insured mort- 
gage system of the Federal Housing Administration was influential 
in ‘bringing about a gradual improvement of the position of resi- 
dential debt and of maintaining its level and further improving its 
relative status during the war years. The most spectacular shifts in 
the dollar volume and the relative position of residential debt, how- 
ever, came in the postwar period, following the creation of the home 
loan guaranty system of the Veterans’ Administration. 

In 1945, before the VA operation had got well underway, the out- 
standing amount of insured and guaranteed mortgages was $4.3 bil- 
lion and comprised only 23.1 percent of all residential mortgage debt. 
By 1957 the outstanding volume was $47.2 billion and the proportion 
had increased to 43.8 percent. (See table 110.) The dollar volume 
of noninsured, nonguaranteed residential mortgages also had a sub- 
stantial growth during the postwar period, from $14.3 billion in 1945 
to $60.4 billion in 1957, but its growth was far less spectacular than 
that in the Government-sponsor ed area. 

In view of these developments, a case can be made that residential 
mortgage financing, whether or not made under Government auspices, 
has obtained during the postwar period, if not an “adequate,” cer- 
tainly a preeminent share of the total available supply of long-term 
funds. If the volume of mortgage funds is not adequate, the lack, 
on the face of it, is not due to any inability on the part of mortgage 
financing to capture an increasing share in the total, but rather a 
shortage in the total supply itself. 

The “possible means, if any, that might be developed for increasing 
the total supply of long-term funds is a subject beyond the scope of 
this paper. It is enough to note here that, in the long run, the size 
of the supply of such funds is limited by the savings ‘of the people. 
An invocation of money magic in an effort to augment the funds that 

can be obtained through true savings produces the illusion rather than 
the reality of greater availability, for all such efforts get down merely 
to an increase in bank credit, a device that may be used only to a 
limited degree without risking an inflationary increase in the money 
supply. At several times dur ing the postwar years, magical formulas, 
such as the pegging of Gov ernment bond prices and the pouring of 
Treasury funds into the Federal National Mortgage Association, 
have been used in the effort to find a substitute for savings; and the 
results have contributed to the considerable loss in the value of the 
dollar during the periods affected. 

Actually, the great increase in the dollar amount of home financing 
(and perhaps to some degree also in its proportion to the total of pri- 

vate investment) is much affected by the postwar inflation, which pro- 
duced a 41.4 percent rise in residential building costs between 1945 
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and 1957 (see table 111). The Federal Home Loan Bank Board 
estimates that at least 20 percent of the outstanding amount of home 
mortgage debt in 1957 resulted from inflation above average dollar 
values in the years 1947-49 (see table 112). Since the Board’s con- 
stant dollar figures are aia on the basis of the Consumer Price 
Index rather than on that of building and land costs, they unquestion- 
ably understate the true extent of the inflation. 

It also appears to have been sometimes supposed that the supply of 
funds for residential mortgages can be increased in times of a general 
shortage of investment funds by liberalizing the terms of borrowing. 
Such revisions in terms on section 203 mortgages were made, for ex- 
ample, in December 1956, March 1957, and August 1957. Contrary to 
this view, such actions only increase the pressure of demand without 
in any way affecting the supply, and contribute in this way to the 
increase in the cost of money and the inflation of land prices and con- 
struction costs. 

In summary it may be concluded that, during the postwar period, 
residential mortgage finance has achieved a predominant position in 
relation to total private long-term debt, and that this result has been 
in considerable degree due to the activities of Government-sponsored 
agencies. It also seems fair to conclude that efforts to reach this goal 
have at times resulted in overstimulus of demand and resort to an ex- 
pansion of credit in excess of savings that have added their weight to 
the inflationary pressures present during most of the period. It is 
hard to see how the share of the total volume of available funds going 
to residential mortgages could have been increased much, if any, with- 
out seriously infringing upon the claims of other areas of long-term 
investment. 

II. THE QUESTION OF DISTRIBUTION 


While it is difficult, if not impossible, to show that, taking the post- 
war period as a whole, residential mortgage financing has been a badly 
favored sector of the long-term investment market, there is evidence 
that the flow of home-mortgage funds has been seriously interrupted 
from time to time and that some parts of the country and some types of 
communities have had more difficulty than others in obtaining ready 
access to mortgage funds. 

In an economy as dynamic as ours, an economy offering as wide a 
variety of investment outlets as ours, and one in which the competing 
demands for funds may sometimes shift with considerable rapidity 
and for reasons often difficult to explain, it is to be expected that the 
year-to-year flow of funds to any particular area of investment will 
exhibit some variability. 

Considering, moreover, the differences in the rates of growth of the 
several regions of the country, the frequent lack of correspondence 
between the areas of ¢ apital accumulation and those of capital demand, 
and the varying costs of doing business even within short distances 
from the seat of operations, it is not surprising to find that some com- 
munities have more ready and ample access to funds than do others. 

Although, in an imperfect world, the existence of the kinds of varia- 
tions described above is not surprising, and although to some extent 
they may be unavoidable, it is not to be contended that they are in- 
trinsically desirable. Consequently, there should be wide agreement 
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that the elimination of avoidable variations in the flow of investment 
funds is a valid objective of public policy. Over the past quarter cen- 
tury, the Federal Government has directed much effort to this end. It 
is quite clear, however, that, while Government has obviously had a 
considerable degree of success in its effort to direct to residential financ- 
ing an increasingly large share of the total fund of savings, it has, 
with some notable exceptions, been less successful in equalizing the 
distribution of funds from year to year, from region to region, and 
from community to community. 

The exceptions may be noted first. Outstanding among them is the 
effect of mortgage insurance. The achievement of a broader geo- 
graphic and social distribution of the funds potentially available for 
residential mortgage financing was outstanding among the purposes 
of the originators of the FHA mortgage-insurance system. They 
sought to accomplish this by providing a recognizable standard meas- 
ure of mortgage security, by increasing permissive loan-to-value ratios 
and maturities, and by creating a self-supporting means of pooling 
the major part of the risks of the transaction, whether the risks were 
inherent in the very nature of the business or were related to the haz- 
ards produced by State foreclosure legislation and the liberality of 
the mortgage terms. 

To a remarkable extent, the effort was successful. In the course of 
time, the FHA insured mortgage was generally accepted as a standard 
piece of paper that could be confidently and freely traded in with 
minor regard to State lines and State statutes. Institutions that had 
not previously been active in home finances became so, and a nation- 
wide mortgage market came into being. For the first time funds from 
the areas of capital concentration became widely available for home 
mortgages in areas with insufficient local funds. In the process, re- 
gional differentials in interest rates were substantially diminished. 

These trends were greatly accelerted following the introduction in 
1944 of the, home-loan guaranty plan of the Veterans’ Administration, 
which further liberalized mortgage terms for the large class of home 
borrowers with which it dealt and decreased the risk to which the 
lender was exposed. As already noted, a spectacular increase in the 
volume of home-mortgage investment ensued, and this volume was 
generously spread throughout the Nation. The ratio to the total of 
FHA and VA mortgages made in each State when compared with the 
growth of population per State as a percent of total population 
growth since 1945, as a crude measure of geographic distribution (see 
table 113), shows that the rapidly growing and usually under-capi- 
taled areas have been the special beneficiaries of these programs. A 
further indication of the broad geographical distribution that has 
been obtained is the popularity of these mortgages with life insur- 
ance companies, which are the principal investors in the national mar- 
ket and which have given overwhelming preference to insured and 
guarantied home mortgages over conventional written home mort- 
gages. (See table 114.) To a degree, the same is true of mutual 
savings banks, some of which have become important participants in 
the national market for FHA and VA mortgages. 

A greater problem than broad geographic coverage has been the dis- 
tribution of funds to nonmetropolitan communities. Quite generally 
the smaller towns of the country have limited local sources of mort- 
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age funds and their ability to obtain mortgage money from the out- 
side is adver ‘sely affected by the cost and trouble, both to the govern- 
mental agencies and to the private institutions, of hi undling business 
in these communities. On the part of the Government directly, a so- 
lution has been attempted by authorizing the Veterans’ Administration 
itself to make loans in remote areas. A notable effort to channel pri- 
vate mortgage funds into remote localities has been that conducted 
during recent years by private lending institutions, with Government 
auspices, under the name of the voluntary home mortgage credit pro- 
gram. For reasons that will be disci issed later, neither program has 
prov ided a satisfactory answer to the problem.’ 

The most serious problem in the distribution of funds for FHA and 
VA mortgages, however, are not those just discussed. A much graver 
and more far-re aching difficulty exists in the distribution of mort- 
gage funds from time to time than it does from place to place. Year- 
to-year variations in the availability of FHA and VA money, and 
hence in the resulting volume of activity, are characterized by violence 
and wide amplitude. Taking the two operations together (and not 
taking into account the buildup period prior to 1948), the number of 
private houses started under the FHA and VA programs has varied 
in a single year as much as 46 percent on the upside and more than 40 
percent on the downside. In the VA program alone, where the varia- 
tions were the greater, an annual increase of as muc has 96 percent and 
a decrease of 53 percent have been experienced. (See table 115.) If 
the number of completed loan transactions is considered, the violence 
of the fluctuations is almost as great. Annual changes in the number 
of mortgages guaranteed by VA have ranged from an increase of 
about 80 percent to a decrease of nearly 40 percent and, of mortgages 
insured by FHA, from an increase of 48 percent to a decrease of nearly 
26 percent. (See table 116.) Still another measure of the fluctua- 
tion is that of the annual dollar volume of FHA and VA mortgages 
acquired by life insurance companies. Again taking the two activi- 
ties together, the range in volume has been from a year’s increase of 
nearly 64 percent to a year’s decline of 45 percent. If the VA vol- 
ume is taken separately, the fluctuation is spectacularly greater—from 
616 percent up to nearly 67 percent down. (See table 117. ) 

The range of these fluctuations makes that part of housebuilding that 
depends on FHA and VA financing one of the most volatile elements 
in the entire economy. In fact practically the whole of the variability 
in housebuilding activity is associated with the ebb and flow and ebb 
of funds for FHA and VA mortgages. It will be noted that this vola- 
tility is not characteristic of conventional financing, which through- 
out the period since 1950 (which includes the troubled time of the 
Korean war) has provided the solid base for housebuilding year in 
and year out with a stability in striking contrast to the undependa- 
bility of the Government-sponsored home-credit programs. The most 
extreme variations in conventionally financed starts since 1948 have 
been 28.4 percent up in 1950 (the year of the pre-Korean rush) and 
8.3 percent down in 1951 (the year of regulation X). (See table 
115.) Otherwise the range of year-to-year “ch: ange has been less than 
10 percent on the upside and 7 percent on the downside. 





*Comment on the certified agency program, instituted by FHA in October 1957 for the 


purpose of facilitating FHA activity in nonmetropolitan areas, will be found in the latter 
part of this paper. 
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Ill. THE SOURCES OF INSTABILITY 


In view of the mandate of the Employment Act of 1946 “to avoid 
economic fluctuations or to diminish the effects thereof,” it is anoma- 
lous that one of the principal sources of instability should appear in 
an area that, aside from the possible exception of agriculture, is more 
subject to Government influence than any in the economy. If there is 
any aspect of the Government’s housing policy that is in need of ex- 
amination, it would seem to be this one. 

The fluctuations that are characteristic of FHA and VA activity 

can be explained in no other way than on the.basis of influences arising 
from certain features of the systems themselves. To be sure, the char- 
acteristics of housing demand have changed in important aspects from 
time to time during the postwar period, but these changes have not 
occurred with sufficient sweep or rapidity to account for the variations 
in the volume of building that we have noted. 

For example, the upsurge in activity prior to 1951 was more clearly 
related to the easy credit available in that period than it was to the 
still present, though rapidly diminishing, accumulation of demand 
resulting from World War II. The subsequent abrupt change was 
obviously due to the shutoff of the authority of the Federal National 
Mortgage Association to make advance commitments at par and to 
the imposition of restrictions on loan-to-value ratios and maturities of 
FHA and VA loans? and the other controls attendant on the Korean 
war. The fundamental sources and characteristics of demand could 
not have changed with the abruptness with which the number of new 
housing starts ‘dropped 21 percent from 1950 through 1952. 

The revived expansion of housebuilding from the middle of 1953 to 
the latter part of 1954, amounting to a 40- percent increase in the sea- 
sonally adjusted annual rate of private housing starts, again cannot 
be attributed to changes in the basic sources of demand. Total per- 
sonal income rose only slightly during the period. Per capita dis- 
posable income remained stable until the last quarter of 1954. Fewer 
new nonfarm households were being formed than during the preced- 
ing 2 years. The enlarging size of the family, no doubt, had some 
expansive influence at this time. Nevertheless, credit remains as the 
one source to which the expansion must be mainly attributed; and, as 
is well known, funds of FHA-insured and, to an even greater extent, 
for VA-guaranteed mortgages became most generously ‘available dur- 
ing this period. 

From 195! 5, the secondary postwar peak in housing activity, through 
1957, housebuilding was struck with another decline. Yet again the 
trend in building did not reflect any basic changes in underlying de- 
mand. Personal income rose steadily to mid-1957 and per capita 
disposable income did the same. The increase in the number of new 
nonfarm households appears to have been fairly stable, while the ad- 
vancement of the highway and urban-renewal programs began to 
increase the number of demolitions. At the same time, the ‘period 

yas characterized by an increasing stringency in the supply of funds 
for insured and guaranteed mortgages lasting nearly to the end of 
1957. The correlation between changes in the credit supply and 


?The concurrent imposition of an 80 percent loan-to-value ratio on conventional home 
mortgages (regulation X) had comparatively little noticeable effect on number of new 
houses affected by this type of finance. (See table 115.) 
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changes in new housing activity is certainly close enough to warrant 
the assumption of a cause-and-effect relationship. The changes in 
activity during 1957 again have been abrupt—abrupt as the change i in 
the credit situation and much too abrupt to be explained on the basis 
of any influence other than that of variations in the credit supply. 


IV. THE CAUSES OF CHANGE IN THE SUPPLY OF FHA AND VA FUNDS 


The facts reveal a serious year-to-year fluctuation in the volume of 
funds invested in insured and guaranteed mortgages. They show 
that this situation results from sweeping variations in the supply of 
credit rather than from correspondingly v iolent changes in the basic 
characteristics of housing demand. They further show that, while 
fluctuations mies in the supply of funds and in the volume of home- 
building in the area of activity affected by the Government-sponsored 
operations have ian frequent and drastic, similar effects have not 
been felt in the area of conventional financing, which, on the contrary, 
has been characterized by relatively constant ‘activ ity. 

Because the great unevenness in the volume of housebuilding since 

1950 has been largely centered in that part of it affected by insured 
and guaranteed mortgage financing, and since similar effects have 
not been felt in the conventional loan. area, it is, as has previously been 
inferred, reasonable to conclude that the violence of the fluctuations 
is due to qualities peculiar to the insured and guaranteed systems. 
These particular qualities are the following: 

1. The determination of interest rates by statutory or admin- 
istrative action rather than by the forces of the market. 

2. Frequent changes in mortgage terms. 

3. Infusions of Government funds in varying amounts and at 
irregular intervals for making or purchasing FHA and VA mort- 
eages. 

4. Arbitrary limitations on the amount of mortgage insurance 
authorized, requiring frequent extensions. 

5. Inflexible restrictions on the amount of FHA earnings that 
may be used for administrative purposes. 

6. The timing of actions relating to interest rates, mortgage 
terms, support operations, and insurance and expenditure author- 
izations according to the fortuities of the legislative year or to 
assumptions as to political impact rather than according to the 
conditions in, or requirements of, the market. 

It may be emphasized at this point that none of the circumstances 
noted above are present in conventional home financing. With it, 
mortgage interest rates are free to adapt themselves to cur rrent market 
conditions. The statutes governing conventional mortgage investment 
are rarely, and almost never drastically, changed and from year to 
year constitute a dependable basis for operating procedure. Aside 
from the limited impact of Federal home loan bank advances, nothing 
even remotely resembling the influence of the FNMA and. the VA 
direct lending operations exists in the conventional area. Political in- 
fluences and implies ations are almost entirely absent; and the volume 
of activity is determined on the one hand by the av ailability of savings 
and on the other by the strength of the demand for homebuilding and 
home purchase. 
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(a) The interest rate question 

Crucial to the whole problem of the stability and continuity of 
housing activity is the policy on interest rates for insured and guaran- 
teed mortgages. There isa close inverse correlation between the move- 
ments in the general structure of long-term interest rates, as indicated 
by the yields on corporate and Government bonds, and a seasonally 
adjusted rate ef the number of new houses started under the FHA and 
VA programs. (See table 118.) 

What happens is this: When the general structure of rates rises, 
yields on all types of investments tend to respond, except those for 
insured or guaranteed mortgages where interest rates are fixed and 
where discounts presumably are not to be passed on to the borrower. 
In any case, discounts have proven to be a poor means of bringing 
about an adjustment to rising interest rates, as pointed out in the 
article “Mortgage Credit and Construction” in the August 1958 issue 
of the Federal Reserve Bulletin. As soon as discounts exceed 3 to 4 
points, builders see their profits seriously eroded unless some means 
can be found to raise prices, and lenders, who find the discount method 
distasteful and open to suspicion, begin to withdraw from the market 
and to concentrate their investments in areas that, perhaps yielding 
no better (possible discounts taken into consideration), are less vulner- 
able politically. 

The consequence is a situation that leads to the widespread view 
that home mortgage lending bears the brunt of stringent money condi- 
tions. The fact is that the rigid FHA and VA interest structure 
simply makes it impossible for mortgage borowers to compete with 
other types of borrowers when interest rates generally are above the 
level set for FHA and VA rates. 

When interest rates fall the reverse occurs. As soon as the general 
structure of rates reaches the point where the rigidly set rates on FHA 
and VA mortgages again become attractive, there is a rush of funds 
into this area. The result is the phenomenon we have so frequently 
witnesed during the postwar period—a drought followed by a flood, 
and an instability and discontinuinty of activity that makes sound 
ylanning impossible alike for homebuyers, builders, and mortgage 
aes: 

The area of FHA and VA financing is the one important part of 
the investment market that confronts this situation. Elsewhere free- 
dom of negotiation between borrower and lender prevails; and ex- 
perience has demonstrated that, in respect to the free area of the home 
mortgage market, a high degree of continuity at a high level can be 
maintained in all phases of the financial cycle. 


(b) The question of supporting the market 

The Government’s answer to the effects of a fixed interest rate is 
to attempt to support a par or near-par price on insured and guaran- 
teed mortgages by means of the direct or indirect use of Treasury 
financing. This has been done since 1950 through a program of direct 
Government loans to veterans in remote areas. On a more massive 
scale it has been done through authorizations erratically given to the 
Federal National Mortgage Association. 

After mid-1948, FNMA embarked upon a program of mortgage 
buying and of making advance commitments to buy FHA and VA 
mortgages which resulted in an increase in its holdings from $51 
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million to over $1,055 million within the next 2 fiscal years. The 
operation developed into one of such recklessness as to bring about a 
reverse legislative action in 1950 which abruptly terminated the au- 
thority to make edvance commitments. 

Again in 1958, FNMA was authorized, up to the limit of $1 billion, 
to buy and make advance commitments to buy FHA and VA mort- 
gages as par—an operation which was terminated by exhaustion of 
funds within a 5 months’ period. Continuously since 1954, FNMA 
has been in a position to buy FHA and VA loans at par for certain 
special purposes, where either the set interest rate or the character of 
the operation raised questions in the minds of private lenders. 

These operations are to be distinguished from the secondary mar- 
ket function of FNMA. If conducted strictly along the lines en- 
visaged in the report of the President’s Advisory Committee on Hous- 
ing Programs and Policies of 1953 and in the legislation of the follow- 
ing year, this activity could serve to give the FHA and VA market a 
desirable degree of liquidity and to help smooth out minor fluctuations 
of a seasonal or other temporary character. But even this operation 
is capable of adding to excesses as is evident from its promotional 
activity following the 1954 act which resulted between mid-1954 and 
mid-1955 in the net addition to an already swollen stream of FHA and 
VA financing of $409 million of loans. 

The attempts to stabilize activity and at the same time to avoid 
meeting the interest rate question can hardly be called successful. 
When money is offered at less than its market price, as has been done 
in these operations, there is no limit to the demand that will be created, 
although, even in the minds of the most generous advocates of govern- 
ment help, there must be some limit set on the supply. The conse- 
quence is a rush for the funds while they last, followed by a sudden 
disruption when the funds have run out. That is what has happened 
this year and that is what is bound always to happen under similar cir- 
cumstances unless the agency invokes some form of rationing other 
than price. In face of the kind of pressures to which an agency of this 
sort 1s subject, it is doubtful that any nonprice form of rationing 
would prove practicable. The effort to attain continuity by the route 
of price support thus ends in exaggerating the very conditions it is 
designed to cure. 


(ec) The question of modifying credit terms 

Private industry functions best in its service to society when the 
rules under which it operates are simple, well known, and changed 
only infrequently in matters of substance. With the FHA system, 
hardly a year has passed since 1937 without some change in the terms 
governing insured mortgages. A builder planning a project today 
cannot predict the rules to which he will be subject when his operation 
gets under way in the spring, though they may affect the anion 
of his operation in numerous ways even to his very ability to proceed. 
Under the Government-sponsored programs, builders and financers 
work in a state of uncertainty relieved only in the few months of the 
year in which Congress is not working on housing legislation. This 
is not a condition conducive to either stable or economic operation. 

More than this, time after time, the number of ways in which in- 
sured mortgages might be made has been incerased. From a simple, 
readily understood system involving one method for insuring mort- 
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gages on 1- to 4-family structures and one method for insuring 
mortgages on multifamily properties, the variations and additions 
have so , prolifer ‘ated that the number of formulas and combinations 
of formulas are virtually countless, and the system itself with its 
manifold benefits and pitfalls has become as esoteric as the mysteries 
of Eleusis. 

The FHA statute is no longer a comprehensible guide to a business 
operation but a body of arcana baffling even to the administrative 
priesthood. The enactment of the VA ‘guaranteed mortgage system 
alongside the FHA insured mortgage sy stem magnified the complexi- 
ties under which housebuilding must be conducted; and, when to the 
involutions of the statutes are added the intricacies of administrative 
rules, regulations, and interpretations, it is a tribute to the persistence 
and fortitude of the builder that business can be carried on at all. 
Again, the effect is not conducive to economy on the part of either 
industry or Government and it is no wonder that, when demand is 
active and funds are plentiful, activity is frequently bogged down by 
the weight of the detail with which it must cope. 


(7d) The question of appropriations and authorizations 

If General Motors had to come annually to the Congress to get 
approval of the amount of its own earnings that might be used in the 
conduct of its next year’s business or if the Metropolitan Life Insur- 
ance Co. had to come annually to be told how much life insurance it 
might write during the next year, the chaos and frustration that 
would be introduced into the automobile and life insurance industries 
are obvious. Yet this is what FHA must do each year, with results 
just as deleterious as can be imagined in the hypothetical instances 
cited. 

The insurance of mortgages by FHA is a business operation. No 
Federal funds are in any way involved in its underwriting functions. 
Its administrative expenses are borne by its income from charges and 
premiums paid by borrowers and its reserves are built up in the same 
way. The only point at which a Federal liability is involved is in the 
now astronomically remote contingency (so far as its normal home- 
ownership and rental housing operations are concerned) that the 
Treasury might be called upon to validate the debentures issued on 
the transfer to FHA of foreclosed property. Indeed, were it not for 
the fixations of State supervisory agencies, the Treasury guaranty 
could be removed from all but the types of insurance that are experi- 
mental and of dubious soundness without in any way affecting the 
real security of the insurance. 

As a business operation, moreover, FILA must be prepared to cope 
with the vicissitudes of the market as they arise. Precise prediction 
of either the demand for its insurance or the resulting cost of its op- 
eration cannot be firmly determined far in advance “of the affected 
time period. The consequence of the efforts of FHA to predict, the 
Bureau of the Budget to confirm or modify the prediction, and, 
finally, of congressional committees to determine the prospects of a 
business with which amid their manifold concerns they cannot be 
intimately familiar, is periodic breakdowns in the operation. ‘Within 
the single year 1957, three occasions of this sort occurred—once on the 
matter of the authorization to use its own earnings for needed addi- 
tional administrative help and twice on the matter of insurance au- 
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thorization. On each of these occasions building projects were de- 
layed, builders’ costs adversely affected, investment programs upset, 
not to mention the inconvenience or even hardship imposed on pro- 
spective homebuyers. 

(e) The question of timing 

While it is difficult to weigh the comparative gravity of the many 
disabilities that have been imposed on the mortgage insurance opera- 
tion, it is my view that, next to the interest rate problem, the diffi- 
culties inevitably present in the timing of Government actions in rela- 
tion to their effects are the most serious contributors to the instability 
of activity in the Government-sponsored area. 

These difficulties pervade all the others, affecting as they do the 
changing in interest rates, the modifications of mortgage terms, the 
infusion of Treasury capital, and the approval of expenditures and 
authorizations. It is safe to say that only by accident has the timing 
been such as to conform to the requirements of the market, and, in 
many instances, it may be fairly stated that market considerations 
were not the primary determinants in the timing of action. 

At best, and ordinarily quite properly so where matters of substance 
are involved, the legislative process is a protracted one. As a result, 
in legislation dealing with economic conditions, the possibility of 
effective timing is exceedingly small. One of many examples may be 
cited in the 1958 legislation. Changes in the financial markets dur- 
ing the latter part of 1957 produced | a supply of funds for FHA and 
VA financing sufficient to produce an upturn in housing activity 
(seasonally adjusted ) in March (although this was not statistically 
revealed until 3 months later). In spite of the unusual speed with 
which the 1958 emergency legislation was handled, its provision of 
$1 billion for the special assistance use of FNMA became available 
only after it was not actually needed to correct a downtrend and just 
in time to complicate the mounting problem of Treasury financing 
and to add its weight to the subsequent rise in the cost of Treasury 
operations. 

Perennial examples of unhappy timing are found in the handling 
of authorizations for FHA expenditures and insurance as well as in 
the modifications in mortgage terms. Inevitably these matters come 
up at the beginning of the building season. If there is delay in a 
crucial situation affecting FHA’s ability to perform, building v ‘olume 
may be adversely affected at the most critical time of the year; or, if 
a measure promising a liberalization of terms is under consideration, 
builders are sure to hold back operations in order to gain the maxi- 
mum benefit of the new provision. The first instance of this sort of 
thing occurred at the time of the amendments of 1937. It has been 
repeated many times since. All these circumstances are productive 
of instability. 

The problem, however, goes beyond this aspect, which is more or 
less inherent in the legislative process. On some occasions, actions 
have been so timed as to aggravate a current difficulty, as witness the 
liberalizations of FHA terms in 1957, which, because of the conditions 
in the financial market at the time, only increased the demand without 
affecting the supply of funds and consequently added to the then 
current strain on the interest rate structure. Such errors in judg- 
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ment may be unavoidable, but the deep immersion of housing credit 
in the political complex creates other difliculties which, if not avoid- 
able, are nevertheless unfortunate. 

The practice of embodying FHA provisions, which have wide 
appeal and which may be essential to the maintenance of a desirable 
level of private activity, in an omnibus bill along with provisions 
that would be uncertain of enactment without FHA as a hostage 
has on occasion kept the market in unnecessary and disturbing 
suspense. Equally disturbing is the apparent tendency of the admin- 
istrative agencies to time important actions with less regard to press- 
ing conditions in the market than to the minimization “of what they 
assume will be an unpleasant political impact. The deferment of 
the increase in the FHA interest rate until after the election of 
1956 is a case in point. 


V. MEETING THE ISSUES 


The same influences that have caused the maldistribution from year 
to year in the flow of investment into insured and guaranteed mort- 
gages are reflected in the other situations in which the distribution of 
funds are a problem. For example, the rigidity of interest rates 
adversely affects the broad regional distribution of funds, especially 
at times when credit is stringent. The same is true of the distribution 
of funds to small, nonmetropolitan communities where the costs of 
doing mortgage business are necessarily higher than in the centers of 
concentrated activity. The complexities of the statute and the mas- 
sive administrative machinery it imposes also increase the cost and 
eee of making FHA insured mortgages in small communities. 
Faced with the kinds of conditions that have been described, the 
tendency is to add to the overloaded legal structure rather than to 
remove some of its burden. The creation of a new instrumentality, 
hopefully designed to compensate for the rigidities and complexities 
of the old, seems to have greater appeal than the essentially easier and 
more productive approach of simplifying and rationalizing the 
instrumentalities that we already have. 

Thus, at the present time, we have demands for more direct lending, 
more special assistance funds for FNMA, and the creation of a central 
mortgage bank. So long as interest rates are set at submarket levels, 
direct lending and par purchasing can never meet the situation 
though all the resources of the Treasury were put at their disposal. 
These devices are certain to contribute to instability rather than the 
reverse, and their broader effect is always inflationary. What a cen- 
tral mortgage bank might usefully accomplish beyond what can be 
done through the operation of the FMA secondary market function 
as contemplated in the 1954 legislation is difficult to see. If it is to 
support a submarket rate of interest, it confronts the same impossible 
task that has already been unsuccessfully attempted by other means. 
If it is to serve as a perennial source for the expansion of home mort- 
gage credit, then any attempt at maintaining economic stability 
through the exercise of fiscal and monetary policy must be abandoned. 
In any event, the questions of whether or not new instrumentalities 
are needed or might be useful if established can never be wisely deter- 
mined until we discover what may be done by removing the impedi- 
ments in our existing machinery. 
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Vital to improving the home credit structure that the Government 
has devised is an understanding of its inherent nature and of the pur- 
poses for which it was originally designed. ‘The insurance of mort- 
gages is essentially a business operation. It affects the fortunes of 
thousands of builders and the decisions of thousands of financial 
institutions. It serves hundreds of thousands of homeowners. It is 
inextricably involved with all the forces of the market place. Asa 
business operation it must be conducted in harmony with those forces 
rather than in defiance of them unless it is to involve itself in the 
extreme variability and undependability that characterizes it today. 
The following recommendations are offered in behalf of this objective: 
(a) A market rate of interest 

Since the primary source of the violent irregularity in home-build- 
ing activity results from the effort to control the mortgage interest 

rate, the main step in promoting continuity and dependability in the 
supply of mortgage funds is the freeing of the interest rate so that it 
may be fully responsible to the forces of the market. 

Some contend that, because of its involvement in the mortgage 
insurance program, the Government has the right to determine the 
rate and that lenders ougth to recognize that in return for the reduc- 
tion of their risks they ought to accept such a dictated rate. It has 
been shown that the Government’s liability stemming from the insur- 
ance is exceedingly remote and from a practical point of view non- 
existent. The right to determine an interest rate on this basis is thus 
tenuous at best, and in practice has failed in its object. 

It should be recalled that the initial purpose of mortgage insurance 

yas to broaden the housing market by making possible lower down- 
payments and longer maturities than were possible under State law. 
The insurance was offered to overcome the reluctance of State super- 
visory authorities to liberalize their own restrictions, and the inertia 
and—at the time justifiable—apprehensions of institutional lenders at 
the proposed innovation. It was not assumed by the originators of the 
legislation that more would be accomplished by this or ‘that a “right” 
existed to ask for more. On the contrary, ‘throughout the whole 
prewar period the maximum permissive FHA rate remained consist- 
ently above the market rate of interest. 

It is sometimes contended that a free interest rate would result in 
a competitive disadvantage to home borrowers—that, as it has been 
said, the homeowner could not bid successfully against General Motors 
in an open market. Aside from the fact that the fixed interest rate 
has proven a serious disadvantage to home borrowers—because of the 
deprivation of funds that it imposes on him—the facts of the conven- 
tional home loan market, which has never been seriously restricted in 
periods of so-called “tight money,” demonstrate that the home bor- 
rower can compete successfully with supposedly more advantaged 
borrowers. 

It is also contended that the elimination of control would result in 
the extortion of home buyers. This argument, first of all, ignores the 
existence of State laws against usury. Second, it ignores the powerful 
competitive forces that exist in the market which tend to keep move- 
ments in mortgage interest rates within a fairly moderate range. 
Amid the sharp changes in credit conditions during recent years, there 
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has been little heard of extortionate charges in the conventional loan 
market. Actually the movements of the conventional loan rate appear 
to have been aggravated by the attempt to control FHA and VA inter- 
est rates, since the withdrawal of funds for FHA and VA financing 
has periodically increased the pressures on the relatively inelastic sup- 
ply of funds for conventional mortgages. 

Judging by the continuity of activity in the free area of the market, 
a market rate of interest could be counted on to reduce the violence 
of the swings in FHA and VA activity. It would immeasurably as- 
sist in promoting home mortgage lending in nonmetropolitan commu- 
nities where costs of doing business are unavoidably high. It would 
encourage a better regional flow of funds and would end the penaliza- 
tion of remote areas at times when money conditions were stiffening. 

It is sometimes argued that, interest being a cost, a rise in interest 
rates is inflationary. This argument ignores the true function of the 
interest rate as an economic regulator. One has only to look at the 
course of prices before and after the Treasury-Federal Reserve accord 
of March 1951, under which interest rates generally were freed from 
the artificial influence of pegged Government bond prices, to recog- 
nize the part that a free interest rate can play in restraining inflation. 

The period before 1951, it will be recalled, was a period of sup- 
pressed interest rates and rapidly rising prices. The period since that 
date has been one of freely moving interest rates and comparative 
price stability. If we take the postwar years only, we find that from 
1945 through 1951, the Consumer Price Index went up 44.3 percent. 
From 1951 through 1957, it went up only an additional 8.3 percent. 
From 1945 through 1951, the Wholesale Price Index rose nearly 67 per- 
cent. In 1957 this index was only 214 percent above where it was in 
1951. Residential building costs went up 6514 percent from 1945 
through 1951, but only 1314 percent since that time. Of the postwar 
increase in general construction costs, more than 80 percent occurred 
before 1951. (See table 119.) 

The free movement of interest rates then plainly serves as a coun- 
terinflationary force. Further evidence of this may be seen in the 
fact that in residential construction, where interest rates have been 
most subject to artificial support and manipulation since 1951, prices 
have risen further than they have in other areas. In contrast to the 
effect of interest rates, that of discounts is clearly and inescapably in- 
flationary. The notion that discounts are absorbed by the builder is 
a mistaken one except during short periods of sudden change in 
credit conditions. Over any extended period in which FHA and VA 
mortgages may be placed only at a discount from par, the discount is 
definitely translated into cost, a situation that undoubtedly explains in 
considerable eet the greater rise in home construction costs than in 
prices generally. The unfairness of interest rate control to the bor- 
rower is again illustrated. 

A mortgage written at a high interest rate, moreover, may later be 
refinanced if interest rates decline. A discount, however, is written 
into the price at the outset and can never be retrieved. The situation 
is really worse than this. Since the discount represents an adjustment 
in yield over the whole period of the investment, the initial borrower, 
who, on the average will hold the property only 8 to 10 years, must 
carry a money cost extended over what may be another 20 to 22 years. 
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The free interest rate may at times seem to be a stern regulator, but in 
the end it is more equitable than any other that has been devised and 
it serves the added purpose of encouraging savings, the primary 
means by which investment may be safely expanded. 


(6) Simplifying the system 


The housing statutes badly need simplification and codification. 
The accretion over the years of both statutory and administrative 
complexity is mainly the result of the efforts to strain a badly re- 
stricted credit mechanism to do things of a special nature which, with 
more freedom in the determination of the interest rate between bor- 
rower and lender and of the mortgage insurance premium by FHA, 
might better be accomplished within a much simplified legislative 
framework. 

What is required is a reduction of the elaborate FHA edifice to a 
simple structure providing at most one simplified formula for the 
insurance of mortgages on “1- to 4- family dwellings, 1 for cooperative 
housing, and 1 for rental property, and permitting FHA wide lati- 
tude of administrative discretion to meet the broadest possible range 
of housing demand. If this were done, all special forms of FHA 
mortgage insurance could be eliminated, and the VA home loan guar- 
anty system could be allowed to expire at its present termination 
dates. 


(c) The FHA insurance authorization 


Within my 25 years’ acquaintance with the FHA operation there 
has never, to my memory, been an occasion on w hich an FHA request 
for an additional underwriting authorization, in whatever amount 
considered by FHA as necessary for 1 year’s operation, has been re- 
fused by Congress. No other criterion than FHA’s estimate of its 
potential business has ever been applied in setting the additional 
authorizations. 

Congress has, however, going back to the late 1930’s, refused to 
allow FHA any relief from an annual plea for an authorization, pre- 
ferring, as previously described, to hold FHA as a surety for the 
passage of less popular measures. The frequent delay and disconti- 
nuity “of housing activity resulting from this practice has been noted. 
There is no sound reason why the authority of FHA to insure mort- 
gages should be limited in any way, if the program were fully ex- 
posed to the influence of movements in the general structure of inter- 
est rates. Should at any time abuses or excesses develop, or threaten 
to develop, from this course, Congress has ample means for investi- 
gating and taking such corrective action as might be needed. 


(d) Providing for FHA administrative expenses 


Section I of the National Housing Act, as amended, provides that 
the expenditures made by FHA in necessary conduct ‘of its business 
“shall not exceed 35 percentum of the income received by the Federal 
Housing Administration from premiums and fees during the preced- 
ing fiscal year.” 

This is generally recognized as a sensible and practicable provision. 
It was inserted in the statute in 1949 after years of unhappy experience 
for the express purpose of avoiding recur rent interruption in the FHA 
operation and hence in building activity. It has been nullified by the 
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Appropriations Committees of the Congress, which have insisted on 
vaneeting FHA to the type of appropriation procedure as that which 
is applicable to public works operations involving the use of Govern- 
ment funds. As a business operation, FHA requires sufficient flexi- 
bility in the expansion of its organization, use of overtime, and so forth, 
to meet the contingencies that arise in a business operation. It cannot 
serve its purpose in any other way. The expenditure provision in the 
statute should be made effective. 

(e) The place of secondary market support 

The frequent unevenness of the flow of savings into institutional 
hands and the exigencies of investment policy may produce situations 
in which an awkward disparity exists between the availability of 
mortgage funds and the seasonal requirements of the house building 
industry. There are also occasions when miscalculation of savings 
flow or other contingencies may produce legitimate needs for liquida- 
tion of portions of mortgage investment portfolios. There may be 
other occasions on which a reasonably calculable increase in the avail- 
ability of mortgage funds might be anticipated if the institutional 
facility was present for doing so. 

To cover such circumstances as these, the secondary market function 
of the Federal National Mortgage Association was created by the 
Housing Act of 1954. With the penalties therein provided to dis- 
courage its use as a primary source of funds, FNMA may serve a 
helpful purpose, although, if FHA were made the flexible and effec- 
tive instrumentality that would result from the recommendations 
offered herein, the place of FNMA would undoubtedly be a minor one. 

This simple purpose, however, is not what is contemplated by the 
advocates of an expanded secondary market operation. What is 
wanted by them is in fact not a secondary market operation at all, 
but a primary source of funds that will at all times assure housing an 
“adequate,” which may be taken to mean an “inexhaustible,” supply 
of funds, without recognition of other demands or the requirements of 
an effective monetary policy. The excuse offered for such an operation 
is that housing credit suffers an unequal impact from restrictive mone- 
tary actions. It is doubtful, and it is certainly not proven, that, if 
housing borrowers were free to compete in the financing market, they 
would suffer a distinctly unequal impact. On the contrary, the ex- 
perience in the conventional loan market appears to indicate that they 
would not. Before dubious and possibly hazardous innovations in 
the mortgage credit system are undertaken, it would seem wise first 
to test the results of a less trammelled mortgage insurance system 
operating with appropriate flexibility in a free market. 


VI. THE CERTIFIED AGENCY PROGRAM 


The second part of this assignment is addressed specifically to the 
efficacy of the certified agency program as a means of changing the size 
or distribution of the available pool of mortgage credit. Briefly the 

lan is an administrative arrangement under which the Federal Hous- 
ing Administration permits specially approved institutions to con- 
duct the examination and approval of home mortgages for insurance, 
using appraisers and inspectors named by FHA. The purpose of the 
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plan is to simplify the examination procedure and to reduce the time 
for handling cases, with particular reference to nonmetropolitan com- 
munities. Over a testing period of 12 months, the plan has been 
extended to 21 insuring offices in 19 States. Although generally con- 
fined to communities of around 15,000 or less population, the experi- 
mental operation also included the cities of all sizes in Colorado and 
Montana, as well as certain medium sized cities in Pennsylvania and 
Texas. 

In concept, the plan is close to the method of operation which the 
originators of FHA assumed the agency would follow in the first 
instance, namely one in which the responsibility for making mortgage 
loans would be reposed in the mortgage institutions, leaving to FHA 
the tasks of setting standards, supervision, and review. Events at 
the time dictated otherwise. The period in which FHA was founded 
was one of demoralization in the mortgage industry. Confidence was 
low. Institutional facilities did not exist for operating a national 
mortgage market such as the National Housing Act contemplated. 

Under these circumstances, it was necessary for FHA to undertake 
the major part of the examination and appraisal function if the sys- 
tem was to be launched at all. This was done in the establishment of 
the elaborate FHA underwriting procedure. Once the function was 
assumed, however, the natural laws of bureaucratic growth came into 
operation. What was intended to be temporary became permanent 
and what was a major responsibility became virtually the whole re- 
sponsibility. The system grew in complexity year by year, not only 
as a result of annual legislative accretions, but also owing to the 
natural tendency of the bureaucracy to multiply both in numbers and 
functions. If there ever was an illustration of Parkinson’s law, the 
FHA underwriting process provides it. 

The certified agency program is a unique example of a govern- 
mental agency attempting to refocus responsibility, simplify proced- 
ure, economize an operation, and at the same time broaden its service 
to the public. The FHA Commissioner is to be applauded for this 
rare performance. 

There is no reason why the plan should not be a practicable one, 
sapable of being extended to encompass the entire FHA operation.’ 
Today the FHA is well established. Today’s system of mortgage 
origination and servicing has attained a maturity that was not the 
case at the time of FHA’s founding a quarter of a century ago. Re- 
sponsibility may today be shifted to private hands with assurance 
that a competent job can be done, while appropriate supervision and 
review by FHA combined with the painful sanctions it may impose 
upon the careless or recalcitrant mortgagee should give assurance 
that a competent job will be done. 

The advantages of the plan are very great. For the first time an 
economical means is created for handling FHA financing in com- 
munities at some distance from FHA offices. As a consequence, with 
it widely in operation, the voluntary home mortgage credit program 
could undoubtedly become so thoroughly pinstiel that it might be 
operated entirely without cost to the Government. FHA’s adminis- 





*It is not suggested that FHA’s procedure for examining and approving the layouts of 
new subdivisions be abandoned or that the certified agency program be permitted to be 
used to circumvent subdivision requirements. Once a subdivision was approved, however, 
CAP could appropriately be used in respect to the individual mortgages. 
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trative cost per case would be much reduced or the amount of the 
payment going into reserves might be increased. The enormous sav- 
ing in time and the elimination of uncertainty that would follow the 
use of CAP would make possible a significant reduction in building 
cost. The benefits of the FHA mortgage insurance system would 
thus become more broadly and economically available. 

These advantages, however, are to be gained only under conditions 
that assure to insured mortgages a market rate of interest. Without 
that, there is no feasible way of adjusting money costs to the variety 
of circumstances under which the plan may be used. The present 
control of interest rate therefore stands in the way of the success of 
the most forward innovation in FHA administrative history. It is 
also time that the complete success of the plan, especially in small 
places, depends upon the elimination of the other sources of instabil- 
ity in FHA and VA financing that have been described in this paper, 
since these inevitably bear the more heavily in activity the further 
it is from the center of operations. 


TABLE 109.—Mortgage debt in relation to total private debt, 1929-57 
[Billions of dollars] 




















| 
Total nonfarm resi- | Total nonfarm mort- | Total outstanding debt 
dential outstanding gage debt on 1- to} other than residential 
Total pri- | mortgage debt 4-family outstanding | mortgages 
vate long- | | properties 
Year term debt | cet a 7 
outstand- | | | 
ing | Asa percent |Asa percent! Asa percent 
| Dollar | oftotal | Dollar | of total Dollar | of total 
volume private volume | private volume private 
| Gebt | | “debt | | ~ debt 
—— |- — 7 — 
$88.1 | $24. 9 28.3 $18.9 | 21.5 | $63.2 | 71.7 
92.5 | 25.4 27.5 18.9 20.4 67.1 | 72.5 
90.3 24.3 26.9 18.1 20.1 | 66.0 | 73.1 
86.7 22.7 26. 2 16.7 19.3 | 64.0 73.8 
81.9 21.1 25.8 15.4 | 18.8 | 60.8 | 74.2 
v3.8 20.7 26. 6 15.6 20.1 57.0 | 73.4 
75.7 20. 2 26.7 15. 4 | 20.3 | 55.5 | 73.3 
74.1 20.0 27.0 15. 4 | 20.8 | 54.1 73.0 
74.8 19.9 26. 6 15.5 | 20.7 | 54.9 | 73.4 
76.1 20. 2 26. 5 15.8 | 20.8 | 55.9 | 73.5 
76.0 26.8 27.4 16.3 21.4 | 55.2 | 72.6 
76. 2 21.9 28.7 17.3 22.7 | 54.3 | 71.3 
77.2 23.2 30.1 18.4 23.8 54.0 | 69.9 
75.5 22.9 30.3 18, 2 24.1 52.6 69.7 
72.6 22.4 30.9 17.8 | 24.5 50.2 69.1 
70.8 22.4 31.6 17.9 25.3 | 48. 4 68.4 
70.1 23.0 32.8 18.5 26. 4 47.1 | 67.2 
78.6 28.0 35.6 2.1 | 29.4 50.6 64.4 
89.9 33.6 37.4 28. 2 | 31.4 56.3 62.6 
102.9 39.5 38.4 33.3 | 32.4 | 63.4 61.6 
112.7 44.6 39.6 7.5 33.3 | 68.1 60.4 
125. 6 53.8 42.8 45.2 36.0 | 71.8 | 57.2 
140.6 61.7 43.9 51.7 36.8 78.9 | 56.1 
155.7 69.3 44.5 | 58.5 | 37.6 | 86.4 55.4 
169.9 77.4 45.6 66.1 38.9 | 92.5 54.4 
185.9 7.3 47.0 75.7 | 40.7 98. 6 53.0 
7.9 100. 6 48.4 88. 2 42.4 | 107.3 51.6 
228. 5 112.1 49.1 | 99.0 | 43.3 116.4 50.9 
248. 2 121.3 | 48.9 107.6 | 43.4 | 126.9 51.1 











Source: J. E. Morton, Urban Mortgage Lending, Princeton University Press, 1956, tables 1 and 2, pp. 
15 and 18; Survey of Current Business (Department of Commerce), May 1957, tables 1 and 6, pp. 17 and 
22, and May 1958, tables 1, 2, and 3, pp. 14 and 15; Federal Reserve Board, unpublished data. 
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TABLE 110.—Nonfarm mortgage debt on 1- to 4-family properties by type of 
financing, 1945-57 




















Total Dollar volume ea : 
} nonfarm | (in millions) | Percent distribution 
mortgage Se $ oF 
ro debt out- | 
Year standing Jovernment underwritten | Government underwritten 
on l-to4- |__ __| Conven- |___ cI ee ce Eee ya 
family | tionally | | tionally 
| Properties Total | FHA- | VA-guar-| financed | Total | FHA- | VA-guar-| financed 
(in millions) | insured) anteed insured! anteed 
ea $18.6! $4.3 4.1/ $0.2] $143] 23.1] 220 1.1 | 76.9 
cies aiaininanall 23.1 | 6.1 3.7 | 2.4 | 16.9 30. 4 16.0 10. 4 73. 2 
Re aed eawe 28. 2 | 9.3 3.8 | 5.5 | 18.9 33.0 13.5 19.5 | 67.0 
33.3 12.5 5.3 | 7.2 | 20. 8 37.5 15.9 | 21.6 | 62.5 
a 37.5 | 15.0 | 6.9 8.1 | 22.6 40.0 18. 4 | 21.6 | 60. 3 
cetacean cs 45. 2 18.9 | 8.6 | 10.3 26. 3 41.8 19.0 | 22.8 58. 2 
= STi S20) .9:7 ] 13.2 | 28.8 44.3| 18.8 25.5 | 55.7 
1952... 58.5 25. 4 | 10.8 | 14.6 33. 1 43.5 | 18.5 25.0 | 56.5 
1953... -| 66.1 28. 1 12.0 16.1 | 38.0 | 42.6 18.2 24. 4 | 57.5 
Lo 75.7 | 32.1 12.8 19.3 | 43.6 42.4 | 16.9 25. 5 | 57.6 
ee 88.2] 38.9 14.3 24.6 | 49.3| 441] 16.2 27.9 55.9 
a | 99. 0 43.9 15.5 28. 4 55.1 44.4 15.7 28.7 55.6 
Sl cksne 107.6 47.2 16.5 30.7 60. 4 43.8 | 15.3 28. 5 56.1 
| 





Source: Saul B. Klaman, The Volume of Mortgage Debt in the Postwar Decade, Technical Paper 13, 


National Bureau of Economic Research, Inc., 1958, tables 10, 12, and 14, pp. 62, 66, and 70; Federal Reserve 
Bulletin, September 1958, p. 1103. 


TABLE 111.—EH. H. Boeckh & Associates index of residential construction costs 
[1947-49= 100! 








| 
1} 





Year } Annual || Year | Annual 

average average 

Pe ae A oS a 7, BS Gee Rigs ee A) 119.1 
a a aa ae a se a ee a a 77.0 i aatachsiatat sh Gite sccaeaereincs Ob whuieshebesicmestann oe awake | 121.2 
es ea OE Te SU ncaa scan ebne nemacdenaaeons 120.3 
RE Re eae Sr ee 104.8 Mec Scere tik cov csbodniniessecpac ob Ps olsst ong pacabighorteneenn | 123.9 
a a ae RUE ht SON toss cae hs. ccs in a iniwardormaaniened aera | 129. 4 
DR ee Eee ae eee 107.7 || 1957... I ea cath aoe ete 131.8 
= ena k ek bdaiione choad nae aodeaeas | 116.0 || Percent change, 1957 from 1945.......___]} 88.0 


Source: Department of Commerce. 


TABLE 112.—Nonfarm mortgage debt outstanding on 1- to 4-family properties in 
1947-49 dollars 











Amount Amount Amount | Amount 
Year (billions of (billions of Year billions of | (billions of 
current 194749 current 1947-49 
dollars) dollars) dollars) dollars) 
1} 

a a $18. 5 $24. 2 ] sc wesc daa ebeoareicniantin $58. 5 $51.5 
EA Seale: 23.1 Se a MI Go weetecdecaraaine 66. 1 57.8 
ON ee ae arr a | 28. 2 29. 5 i| Pes ao tnlttcintaciaemcdeomiel 75.7 65.9 
CN Sache kncsmacet 33. 3 ee Be as Soci itd 88. 2 77.1 
MRE SSS 7.5 | 37.0 I i deeieniapiiniec wars cacans 99.0 85. 2 
Ee 45.2 43.9 Det .cctiisheeseeene nas 107. 6 89. 5 
ee pete. a 51.7 | 46.6 


* Source: Federal Home Loan Bank Board; current dollar figures adjusted on the basis of the consumer 
price index. 
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TABLE 113.—Percent distribution by State of United States total principal amount Ta 
of home loans closed by VA and mortgages insured by FHA on 1- to 4-family ; 
properties, and increase in civilian population, 1947-57 f 
' 
| | FHA-insured Increase in 
| VA home loans| mortgages on | civilian popu- 
closed as 1- to 4-family lation as = 
percent of properties as | percent of 
United States | percentof | United States 
total United States | total increase 
| total | : 

- 7 ‘ sti pia incase i 
NN a Re aN te a shcneaibeas 1.2 1.2 11 | _ 
hea ps GALE cain ia cai asientiepriagaomnds ManaanaEGen 5 1.8 1.2 ‘ 
a a al aie 4] 1.0 | « 194 
6 ORES aaa ala ae ae 15.2 16.0 12.3 194 
la nance 1.3 1.2 |} 1.4 194 
SS G5 a ae Se ae 1.6 | rs 13 194 
Delaware -_-_-_--- eee ante tate ew eeaeeaame 5 | a 4 195 
I ad ie ceili dnineia’ 2.3 a () 195 
RO oe ee cane 2.5 | 3.2 | 4.9 196 
eo a hs SS od anny ctontaanae | 1.8 | 1.8 | 1.9 195 
BE Sieh hi ren eda temnahhn nnn ante irnus nnrceimaedins | 2 | 6 | .4 195 
ee enn anemninamendpnn 4.1 | 3.6 | 5.4 195 
aos eae nelle lsddtbscincivibaiae 1.6 3.0 2.8 195 
a ee a ainaincmibanmickn cei ecominsiciteoln 1.0 1.1 | 1.2 196 
ire ante od eka nnanndeseenee een | | 2.0 | 1.0 a 
I 2 2 el cre nema seine bakes 7 | 1.0 | 1.1 
Louisiana... _--- i tAstliinanuatincean eee eae uithdn teen leknees | 1.3 1.9 1.7 
ein ieee cibinaipatin tien a care cannnnmmteb cere itnlabaini 3 | 4 | 3 aa 
a and aS eae inllnttausaniiinis 1.6 1.3 | 2.1 
I 4.8 | 8 | LL? 194 
Michigan.-..........- eee Le Ae ee ee ae 4.0 | 6.8 | 5.5 194 
ae 2 idaokacec Knieibeed mais mid 2.0 12 1.9 194 
ad pitas ibah esis Grd nk detcheiesiatage ekki Rm acini acer | 5 |} 6 | 4 194 
I a en banaue 2.3 | 2.9 | 1.9 198 
a ai lislela eal a 4] .5 198 
Nebraska. - -- its fee eoeteeeteanea nae 0.4 | 1.0 | 0.6 196 
Nevada.._- oe en i sineitaiee mate -| 0.1 | 0.5 | 0.3 198 
New Hampshire. (unt hichin ban iivainiank ee 0.4 0.1 | 0.3 198 
New Jersey. pisces pis stoceniencgl 5.4 | 3.0 | 3.8 196 
New Mexico---- : Ce Sa eee alae 0.5 | 0.7 0.7 198 
New York : Pec beers oy age 11.0 | 6.0 | 9.4 19£ 
North Carolina_- es . 1.0 | 1.2 | 2.5 ae 
EEE a th ee ee a 0.1 | 0.2 | 0.2 
| ; ; a ee tree 5.0 | 5.2 | 5.7 
Oklahoma- -- . as 1.5 2.3 | 0.7 
Oregon - ---- sean | 0.6 | 1.6 1.2 = 
a in aie 6.6 | 4.0 | a7 194 
Rhode Island__---- ; a ; 0.6 0.3 | 0.3 194 
South Carolina. -_- - ‘ Sette msncnnince 0.6 | 0.8 | 1.2 194 
South Dakota... - ae Se ee Te 0.1 0.4 | 0.3 19: 
Tennessee - - - - - ai wa dleed ieee ahecwds ees be . 1.5 1.9 1.5 19! 
SE eckson ne bbe icin daw ocak higeeeie weet 5.8 6.2 6.4 19% 
MD ee tote 0.5 1.0 0.7 19! 
Vermont....._. saiieieis slain teieiedeiioniaiadan a 0.2 | 0.1 0.1 19! 
| ee 1.3 2.4 | 2.1 19: 
ean cE baad benentcnennegedsacenwcusne 1.9 | 4.2) 1.5 19% 
West Virginia____- See Wild h ecwaleccoacgatlate ea wakeornmiose 0.3 0.5 0.6 19: 
MED woneninacs pane seaetrurabeaeneswians 1.6 0.8 | 2.2 19: 
Wyoming... sine ec daleeatichelinieisdeiias 2 0.2 0.3 | 0.2 Ps 

Se SR No kc icmeecioe emcee ceoenem 100. 0 100.0 | 190.0 

i i 

1 Decline of 21,000. 
2 Details may not add to totals due to rounding. = 
Sources based on: 19: 
FHA data.—Dec. 31, 1945, tables 5 and 26, pp. 14-15 and 32-33, 12th Annual Report of the Federal 19: 
Housing Administration; Dec. 31, 1957, table III-13, p. 68, 11th Annual Report of the Housing and 19: 
Home Finance Agency. 19! 
VA data.—Dec. 31, 1945, Dec. 31, 1957, Report and Statistics Division, Office of the Controller, De- 19. 
partment of Veterans Benefits, Veterans’ Administration. 19: 
Population data.—July 1, 1945, Current Population Report, Population Estimates, Series P-25, No. 72, 19 
Bureau of the Census, U. S. Department of Commerce; July 1, 1957, ibid., No. 186. 19: 
19. 
19. 
Bi 


us 


BD BD OF ne OO ATR OR AI DWOWWAMTO HOH WHI ON DHS OO -Ooraorwtore 


Pow: lhvPeee rr PF sUlULe’ tle’ COl6thUCU SN Ce CSDlhlUme Ce le hlUmt™lUmeelCUelUme 


o | 


URC ERIE 


STUDY OF MORTGAGE CREDIT 


309 


TABLE 114.—Holdings of FHA-insured mortgages on 1- to 4-family properties and 
VA-guaranteed loans as a percent of total nonfarm 1- to 4-family residential 
mortgage holdings of institutional investors, 1946-57 


{Millions of dollars] 


SAVINGS AND LOAN ASSOCIATIONS 








| FHA insured 






































| "Total FHA hold- | | FHA and 
|} nonfarm j|1-to4-family| ingsasa | VA guaran- | VA holdings| VAasa 
Year residential mortgage percent of teed loan asa percent | percent of 
mortgage holdings total | holdings of total total 
holdings 
SON eee oa $6, 840 $415 | 6.1 | $977 14.3 20.4 
een ge ake 8, 475 | 409 4.8 2, 035 24.0 | 28.8 
TI nc seenio canes 9, 841 | 545 | 5.5 | 2, 397 24. 4 | 29.9 
rece ee 11, 117 | 685 6.2 2, 586 23.3 29.5 
| Tae 13, 116 812 | 6.2 | 2, 973 22.7 28.9 
RO Se een 14, 844 840 | 5.7 3, 133 21.1 | 26. 8 
OR et aS 17, 645 885 | 5.0 | 3, 394 | 19.2 24.2 
| SARE SORES 20, 999 | 1, 020 4.9 | 3, 979 18.9 | 23.8 
Seneca des ciae 25, 004 1,151 4.6 4, 721 18.9 | 23.5 
ne 30, 001 1, 391 | 4.6 5, 891 19.6 | 24.2 
NRascebb onaaeseucn 34, 040 1, 472 | 4.3 | 6, 643 19. 5 | 23.8 
Peak aten ae 38, 200 1, 604 | 4.2 7, 013 18. 4 | 22.6 
| | 
LIFE INSURANCE COMPANIES 
| 
inna $2, 545 $1, 108 | 43.5 254 10.0 | 53.5 
Se) cu nencneeet 3, 497 | 1, 281 | 36. 6 | 843 | 24.1 | 60.7 
RDG SP 4, 943 | 2, 043 | 41.3 | 1, 104 22.3 | 63.6 
BR aetecacacssae 6, 093 2, 785 | 45.7 1, 224 | 20. 1 | 65.8 
_ \—eeeenens Sah 8, 478 3, 683 | 43.4 2, 026 23.9 67.3 
ee eo oe. 10, 610 4, 120 | 38.8 | 3, 131 29. 5 | 68.3 
Ss teint oe mate 11, 757 4, 365 | 37.1 3, 347 28. 5 65.6 
eae 13, 195 4, 673 | 35. 4 | 3, 560 27.0 62. 4 
gc 15, 153 4, 802 | 31.7 4, 643 30. 6 | 62.3 
era 7, 661 5, 104 | 28.9 6, 074 34.4 63.3 
ioe 20, 130 5, 381 26.7 | 7, 304 | 36. 3 | 63.0 
Se oan kiia cones 21, 500 5, 531 25.7 7, 72 35.9 | 61.6 
| | | 
MUTUAL SAVINGS BANKS 
eae 7 —. 
oe $2, 033 | $288 | 14.2 | $194 9.5 | 23.7 
a 2, 283 | 275 | 12.0 | 477 | 20. 9 | 32.9 
NRE Es cus eooenex 2, 835 | 467 | 16. 5 755 26. 6 | 43.1 
SU ca cncuseceeeus. 3, 364 605 | 18.0 | 1,077 | 32.0 | 50.0 
oe 4, 312 1, 009 | 23. 4 | 1, 457 | 33.8 | 57.2 
1951 Se 5, 331 | 1, 543 | 28.9 | 1, 726 | 32. 4 | 61.3 
ee ee Ee: 6, 194 | 1, 793 | 28. 9 | 2, 237 | 36. 1 | 65.0 
1953 : 7, 373 | 2, 020 | 27. 4 | 3, 053 41.4 | 68.8 
ESE ES 9, 002 2, 234 | 24.8 4, 262 47.3 | 72.1 
TUS Ss coos 11, 100 | 2, 576 | 23.2 5, 77: 52.0 | 75. 2 
956 12, 990 2, 897 | 22.3 7, 139 55.0 | 77.3 
57 14, 110 3, 138 | 22.2 | 7, 790 65.2 77.4 
| | | 
COMMERCIAL BANKS 
Rae aia te | $4, 576 | $1, 361 29.7 | $890 19.4 | 49.1 
OR Sc xcniowees 6, 303 | 1, 394 22.1 | 1, 870 29.7 | 51.8 
ee Od 7, 396 | 1, 707 23.1 2, 230 30. 2 53.3 
WR visits innnawal 7, 956 | 2, 002 | 25.2 | 2, 350 29.5 54.7 
a 9, 481 | 2, 510 | 26.5 2, 630 27.7 54.2 
eS 10, 275 | 2, 812 27.4 | 2, 921 28. 4 55.8 
Plea 11, 250 3, 194 28. 4 | 3, 012 26.8 55.2 
ieee 12, 025 3, 529 | 29.3 | 3, 061 25.5 54.8 
| ae } 13, 300 | 3, 790 | 28. 5 | 3, 350 | 25.2 | 53.7 
re 15,075 | 4, 286 28. 4 | 3, 711 24.6 | 53.0 
ee i ae 16, 245 | 4, 515 | 27.8 | 3, 902 | 24.0 | 51.8 
SE ot re 16, 385 | 26.7 | 3, 589 | 21.9 | 48.6 


4, 370 


Source: 1946-56, The Volume of Mortgage Debt in the Postwar Decade, by Saul B. Klaman, National 
Bureau of Economic Research, Inc., 1958, tables 16-19, pp. 74-89; 1957, estimated according to the method 
used by Mr. Klaman as described in the footnotes to his tables. 


41549—59——_50 











310 STUDY OF MORTGAGE CREDIT 


TABLE 115.—Total private nonfarm housing starts, by type of financing 1946-57 























| Year to | Year to | Year tol Con- | Year to Year to 
Total | year, | year, | year, | ven- year, FHA year, 
Year private | percent; FHA | percent VA _ | percent) tional | percent} and | percent 
| starts | change | change change! orall |change| VA _ | change 
/ cash | 
| | | | 
Pe iaudas Senscuiess 662, 473) ....... | 60,033)........ | 5 ae 507, 340] ao A ae 
i icninccih nieniiainis 845, 560 27.6) 229,035 231.8) 1 211,400 145. 5; 405,125) —20.1) 440, 435) 183. 9 
ees 913, 500) 8.0} 294,059 28.4) 1109, 600! —48. 2). 509, 841 25. 8} 403,659) —8.3 
| 988, 800) 8. 2) 363, 802 23.7) | 108, 800) —.3} 516, 198) 1. 2} 472, 602) 17.1 
SI inal ctaneciceenthi 1, 352, 200! 36.8) 486, 681) 33.8} 1 202, 800} 86. 4) 662, 719) 28. 4) 689, 481 45.9 
eh ctaininnbaerehe 1,020,100) —24.6) 263,523) —45.9) 148, 634) —26.7) 607, 943) —8.3) 412,157) —40.2 
Si eacmaaee 1, 068, 500 4.7} 279, 901) 6.2 141, 274) —5.0) 647, 325 6. 5} 421,175 2.2 
ee 1, 068, 300 @ | 251,969} —10.0 156, 616! 10.9} 659,715 1.9} 408, 585) —3.0 
site cinsainaell 1, 201, 700 12. 5| 276, 307 9.7 307, 038 96.0} 618, 355 —6. 3} 583. 345] 42.8 
in see doaecstaiael 1, 309, 500 9.0} 276, 695 - 391, 789) 27. 6) 641, 016 3.7| 668, 484 14.6 
TR sialic cee inten asin 1, 093, 900) —16. 5) 189,341) —31. 6} 270, 675} —30.9) 633, 884 —1.1) 460,016] —31.2 
ena tnt 992 800) —9. 2) 168, | —11.0) 128,302) —52. 6) 696, 075 9.8] 296,725) —35.5 
| | | | 1 





1 Estimate. No exact figures are available for starts under VA inspection prior to September 1950. These 
estimates are based on figures in Savings and Loan Fact Book, 1957, United States Savings and Loan League. 
2 Less than 0.1 percent. 


Sources: Bureau of Labor Statistics, Federal Housing Administration, Veterans’ Administration. The 
figure for conventionally financed or all cash starts is an estimate made by subtracting the exact FHA and 
VA figures from the rounded Bureau of Labor Statistics figure. 


TABLE 116.—Number and amount of mortgages on 1- to 4-family properties 
insured by FHA and home loans guaranteed by VA, 1946-57 









































Loans on 1- to 4-family properties Home loans guaranteed by VA 
insured by FHA 
| Units Dollar volume Units | Dollar volume 
Year ad a . ie af Ae 
Year to | Amount | Year to Year to | Amount | Year to 
| Number| year, | (in year, Number | year, (in | year, 
| percent | millions) | percent | percent | millions) | percent 
change change | change | | change 
| | | | | 

85,751 |........-- De SN eZ BM as | $2,302 |.......... 
150, 091 75.0 | 895 112.0 | 541,922 |.......... 3, 286 | 42.7 
320, 725 | 113.7 2, 116 136. 4 349, 934 | —35. 4 | 1,881 | —42.8 
319, 506 | —.4 2, 210 | 4.4 276, 793 —20.9 | 1, 424 —24.3 
351, 528 10.0 2, 492 | 12.8 497, 596 79.8 | 3,073 | 115.8 
261, 231 —25.7 1, 928 | —22.6 447, 373 —10.1 3,614 17.6 
246, 109 —5.8 1, 942 | a 306,783 | -—31.4 2, 721 —24.7 
SO suns saiesctacaiacoiciinetatessis 272, 299 10.6 2, 289 17.9 322, 160 | 5.0 3, 064 | 12.6 
I i ctsibeccinits ean an tihied 222, 665 —18.2 | 1, 942 —15.2 410, 778 | 27.5 4, 257 38.9 
NIN ndiiicanpccitac timate: 318, 454 43.0 3, 085 | 58.9 649, 591 58. 1 7, 157 68.1 
Ds iwiscsichatecnemicmenniae 253, 300 —20.5 2, 638 | —14.5 508,916 | —21.7 5, 873 | —17.9 
eee ae 202, 453 —20.1 2, 251 —14.7 306, 735 —39.7 | 3, 761 —36.0 


1 Not available. 
Source: Federal Housing Administration, Veterans’ Administration. 


TABLE 117.—Acquisition by life insurance companies of FHA-insured mortgages 
and VA-guaranteed loans, 1947-57 














[Millions of dollars] 
Total FHA and VA FHA | VA 
Year 
Total Year to Year to Year to 
amount year, per- | Amount | year, per- Amount year, per- 
jcent change) cent change ~_ change 
} 
I lent sialinaitiesianiniaieedaik cites aon iia DE Base cece sens RIT ch cok adhe hae | a 
a ll al i Taste silat ae 1, 568 49.2 1, 202 166. 5 366 —39.0 
Dl iimatGhicicmeskedeeumedimon 1, 481 —5.5 1, 350 12.3 131 —64.2 
| RE ere 2, 424 63.7 1, 486 10. 1 938 616.0 
tl sila pubes mdathicuti ie metiip eee 2, 352 —3.0 1, 058 | —28.8 1, 294 38.0 
I siaiacisiishis elect ialashisietnipesistonn tole 1, 293 —45.0 864 —18.3 429 —66.8 
Ta aga 1, 272 —1.6 817 —5.4 455 6.1 
ee tdch 2, 050 61.2 672 -17.7 1, 378 202.9 
heen induicnniramepe nanan 2, 810 7.1 971 44.5 1, 839 33.5 
i iilitininaeshitirnguberwicinmiot 2, 494 —11.2 842 —13.3 1, 652 —10.2 
I cits Sad ota hie coacacenss-Aitptenstoiinainni 1, 484 —40.5 653 —22.4 831 —49.7 
| 








Source: Institute of Life Insurance. 
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TABLE 118.—Comparison of Aaa corporate and long-term Government bond yields 
with seasonally adjusted* FHA and VA private starts, 1951-57 
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1 12-month centered moving average. 
2 Monthly figures for VA starts are not available before September 1950. 


Sources: Federal Reserve Board, Federal Housing Administration, Veterans’ Administration. 
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FIGURE 27 
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Tas_Le 119.—Changes in selected economic indicators, 1945-57 

















| Indicators (annual | Percent change 
averages) 
| | 1957 | 1951 | 1957 
| 1945 | 1951 | 1957 | from | from | from 
| |} 1945 | 1945 | 1951 
| | | | 
‘ —— -| a 
Yields on FHA mortgages (percent) !_______- . soba] 4. 25 4.34) 5.61] 320] 2 29.3 
Yields on Moody’s Aaa corporate bonds (percent)....| 2.62) 2.86| 3.89] 48.5 9.2 | 36.0 
Commerce Composite Construction Cost Index ?__.._| 67 | 116 | 137 |} 104.5| 73.1 18.1 
Boeckh Residential Construction Cost Index 2_____-- 70.1 116.0 | 131.8 | 880] 65.5 13.6 
oy SN rN IE Soe cacccabunninacadbechens | 68.8 | 114.8 | 117.6 | 70.9] 66.9 2.4 
COMMIT FTI60 SOE. «once Sev ndciwancddacdcccnwsada 76.9 111.0 | 120.2 | 56.3) 443 8.3 
1 ' ' 





1 Average yield for sec. 203 loans based on prices paid in the secondary market assuming 20-year maturity 
with prepayment after 8 years. 
2 1947-49100. 


Sources: Federal Housing Administration, Federal Reserve Board, U. 8. Departments of Commerce 
and Labor. 











SUGGESTED MODIFICATIONS OF THE FHA, VA, AND 
FNMA PROGRAMS TO IMPROVE THE SUPPLY AND DIS- 
TRIBUTION OF MORTGAGE CREDIT AVAILABLE FOR 
HOME FINANCING 


ROBERT E. SCOTT, Realtor, Elizabeth, N. J. 


This paper was prepared in response to the following questions: 


In what ways could the programs administered by the 
Federal Housing Administration, the Veterans’ Administra- 
tion, and the Federal National Mortgage Association be sup- 
plemented or modified to increase and to improve the distribu- 
tion of the pool of credit available for new residential con- 
struction? What can be expected from FHA/’s certified 
agency program as a factor to change the size and distribu- 
tion of this pool of credit? 


Before setting myself to the task of preparing this monograph I 
elicited from the staff director some sympathy to enlarging the scope 
of the question and my response, so as to consider the av ailability of 
credit for home financing generally rather than limiting it to new 
construction. I was motivated in this by my increasing concern over 
the orientation of the Federal housing agencies, as well as the con- 
gressional housing subcommittees, to new construction, thereby rele- 
gating the availability of credit for purchasing existing housing to 
some secondary role. 

I appreciate that sometimes the Congress, in order to reverse a down- 

ward business trend, might be justified i in stimulating new construc- 
tion as a contracy clical device. Howev er, this monograph i is directed 
at the needs of the American people during the decade beginning in 
1961 and therefore should be directed at the larger goal of home fi- 
nancing, whether it be for new or existing construc tion. 

It is estimated that 70 percent of the residential real estate trans- 
actions are on existing houses as the American family constantly seeks 
to upgrade its housing standards. Approximately 50 percent of those 
purchasing new homes have an existing home which must be sold so 
that the equity could be applied to the new home. The volume of new 
construction sold must therefore bear a direct relationship to the 
availability of credit for financing the sale of existing homes. 

There is no longer any question that the Federal Government can 
and must play a v ‘ital role in the field of mortgage finance if private 
enterprise is to attain its maximum potential in meeting the housing 
needs and aspirations of all of our people. 

Not only the housing industry, but our entire economy have bene- 
fited immeasurably from the cooperation of FHA, VA, and FNMA 
in extending the advantages of home ownership to the maximum num- 
ber of American families, in upgrading standards of housing, creating 
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and maintaining high employment, and leveling to an appreciable 
degree the peaks and ‘valleys i in the real estate market. 

However, there are many ways in which these programs can be im- 
proved in order to more fully accomplish their avowed purposes. 

I believe that the changes herein recommended would sharpen the 
home financing tools wielded by these agencies and thereby attract 
increased participation of priv ate inv estment capital. 


FEDERAL HOUSING ADMINISTRATION 


FHA came into being in 1934, during the depths of the depression. 
At that time, the maximum mortgage FHA would insure on a single- 
family house was $16,000, later raised to $20,000 on 1- and 2- family 
dwellings, the present statutory maximum. This figure is completely 
unrealistic in the light of present-day circumstances, and is depriving 
many families of the opportunity of improving their living condi- 
tions. The restriction has forced many mortgagors to accept higher 
down payments, shorter term conventional financing, frequently ne- 
cessitating high cost second and even third mortgages. This second- 
ary and tertiary financing is not only more expensive, but carries with 
it the burden of oppressive monthly carr ying charges which have often 
resulted in foreclosure and financial loss to the homeowners. Inas- 
much as the FHA will not underwrite a loan unless the applicant 
conclusively proves he is capable of meeting the resulting carrying 
charges, there is no reason why the maximum insurable amount on 1- 
and 2- family houses should not. be increased to $30,000, the present 
$27,500 maximum on 3 families, to $30,000, and the $35,000 limitation 
on 4 families to $40,000. 

It was the original FHA concept that the one-half of 1 percent per 
annum mortgage insurance premium would be invested, and the pro- 
portionate share returned to the mortgagor—less proper allowances 
for losses, administrative expenses, and reserves—when the loan was 
fully paid. 

While this system has permitted FHA to operate self-sufficiently 
for more than 24 years without expense to the taxpayers, accumulating 
reserves of over $600 million in the process, there are many defects in 
this modus operandi. In the first place, few buyers expect the refund 
of this mortgage insurance premium. Secondly, the entire refund is 
made to the mortgagor at the time the loan is paid off ; this mortgagor 

may have contributed very little toward the mortgage insurance pool, 
and is therefore undeserving of the windfall. Thirdly, the one-half 
of 1 percent per annum premium substantially inc reases the monthly 

carrying charge, imposing an added burden on the homeowner. 

Finally, the operation involves annoying penny bookkeeping for the 
lender. The mutuality of this acount ‘should be eliminated, and a 
single payment insurance premium, payable in advance at closing 
of the mortgage, substituted. It is estimated that a single advance 
payment of 2 percent of the amount of the loan, plus usual appraisal 
and inspection fees, would be sufficient to maintain adequate FHA 
reserves and meet all operating expenses. The maximum insurable 
mortgage could be increased by this amount, in order to avoid making 
the closing charges too burdensome. 
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The FHA offers debentures, rather than cash in payment of claims. 
It was the original thought that FHA might be unable to vay all 
claims in cash during a wave of foreclosures, and that debentures 
would be readily acceptable in exchange for surrender of the mort- 
gaged premises; it was also felt that debentures in lieu of cash would 
obviate the recessity of selling the acquired property in a down mar- 
ket, possibly accelerating a business decline. However, the interest 
rate on these debentures is established at the time the loan is made, 
and has fluctuated widely over the years. Some mortgagees will not 
make an FHA insured loan because they are averse to accepting in 
arene of a claim, a 314 percent 20-year debenture in exchange for 
the 514 percent fully insured loan they contracted to make. FHA 
reserves are now more than adequate to pay all claims in cash, and the 
debenture system should be scrapped. This would induce reluctant 
lenders to enter the FHA field, and encourage still others to expand 
their present volume of FHA financing. 

FHA allowances for foreclosure and other costs of acquisition of a 
property following default are entirely inadequate, and in effect 
reduce the 100 percent guaranty to a figure between 95 and 98 percent. 
FHA receives an adequate premium for the full insurance of the 
amount invested by the mortgagee, and FHA should fully honor all 
legitimate claims by reimbursing the mortgagee for the reasonable 
and proper costs of acquisition following default. 

Sanction of the use of a note and mortgage, rather than a bond 
and mortgage, would in many areas of the country minimize fore- 
closure expense and thereby enhance the value of the FHA insurance. 

Two of the most troublesome difficulties with this program are the 
length of time it takes to process an FHA insured loan, and the 
amount of redtape involved. During slack periods an application 
for a firm commitment may be fully processed in 10 days to 2 weeks, 
but during busy seasons the workload has proven greater than FH A 

can handle with its limited personnel. While allowi ing FHA a more 
adequate share of its own generated income from fees rand premiums 
would help materially, it would be uneconomic and wasteful to staff 
the 75 FHA district offices with the number of technicians required to 
handle peak loads, since these people would be idle during off seasons. 

The most practical solution to this intolerable condition is ex- 
pansion and extension of the certified agency program (CAP) to 
every municipality within the jurisdiction of ever y district office. The 
plan, which was initiated by FHA Commissoner Mason approximately 
1 year ago, has already proven its worth in cutting down processing 
time, attrac ting more lenders to the program, “and encouraging 
brokers, builders, attorneys, and the public to “go FHA.” Rather 
than completing the application, obtaining the verification of em- 
ployment, credit report, verification of bank deposit, contract of sale, 
and the other exhibits, then forwarding these to the district FHA 
office for processing and waiting weeks, perhaps months for a com- 
mitment, under CAP, approved mortgagees may make their own credit 
investigation, order an appraisal from a fee appraiser designated by 
the FHA, and firmly commit the loan on an FHA basis within a 
matter of 3 or 4 days to a week. After the loan is fully closed the 
papers are forwarded to FHA for final endorsement of the mortage 
bond, and in the absence of fraud the bond is so endorsed. An FHA 
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insured loan processed under the CAP plan is as fully guaranteed 
as a loan processed through FHA, and is as readily acceptable to the 
secondary market. This program is of particular value to the subur- 
ban or rural lender, whose facilities simply do not permit the paper- 
work incidental to the satisfying of a distant district office, and who 
cannot afford the expense of long-distance phone calls or personal 
visits to that office to expedite cases. But the program is also vitally 
necessary to our metropolitan areas, where the volume of applications 
is greatest, and the logjams heaviest. 

Too many lenders have withdrawn from the FHA program because 
they wearied of trying to explain to the applicant, his broker, builder, 
or attorney, why his case is still pending after 12 or 15 weeks of 
anxiety. Other lenders have complained of the volume of credit re- 
jects resulting from the FHA’s attempt to apply a rigid credit for- 
mula. Lenders logically argue that if they are capable of construc- 
tively analyzing credit in connection with conventional loans, which 
account for 70 to 80 percent of their entire portfolio, they can certainly 
be entrusted with the task of properly screening FHA buyers. 

VA allows the mortgagee to charge a 4 percent late charge, and cus- 
tom dictates a 5 percent ‘late charge i in the case of conventional loans. 
In other words, if the monthly payment is $100, the mortgagee or his 
servicing agent may impose a $4 charge against the mortgagor if the 
payment on a VA loan is not made within 15 days of the due date, 
and $5 in the case of a conventional loan. The FHA allows only 2 
percent, which is insufficient to cover the cost of handling and curing 
a default. While a relatively minor matter, it is still another argu- 
ment raised against the origination or purchase of FHA loans, and 
undoubtedly influences some lenders against participating. 

FHA imposes a 1 percent penalty for prepayment, which must be 
transmitted to FHA by the mortgagee upon payoff of the loan. It is 
the lender who loses the investment he contracted to make for a spe- 
cific period of years, and the lender—not the FH A—should be allowed 
to retain this prepayment penalty. Afforded the opportunity of pur- 
chasing a nonrefundable bond or other investment at a competitive 


' yield, many lenders currently refuse to consider investing in FHA 


loans because they may be paid off during a time when the money 
cannot be reinvested at a comparable yield. 

National banks, by limitation of Federal law, may invest not more 
than 60 percent of their time and savings deposits in mortgages. VA 
loans, which are only partially guaranteed, are exempted from this re- 
striction; 100 percent insured FHA loans are not. This is an ana- 
chronistic situation that should be remedied by the Congress. Exemp- 
tion of FHA loans would encourage a great many national banks 
either at or nearing their 60 percent limit, to invest in this gilt- edged 
paper, and thereby make a vast pool of additional credit available to 
the housing industry. 

The sale of a brandnew house is frequently dependent upon the pur- 
chaser’s ability to quickly and advantageously dispose of his present 
home. Uncertainty as to the price he will net, the time it may take 
to find a buyer, difficulties and delays incident to financing the second 
sale, and a host of other problems perplexing to the layman discourage 
thousands of would-be purchasers from entering into a binding con- 
tract for the new house. The same situation characterizes the existing 
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homeowner’s attempt to upgrade into another, more satisfying used 
house. 

The automobile industry, faced with a similar problem, educated its 
dealers to the necessity of taking the new-car purchaser’s auto in trade 
if an expanding volume of production was to be reached and sustained. 
This procedure was later extended to the used-car field. 

FHA has attempted to facilitate the trade-in process by offering 
to insure a loan to the builder or broker accepting the trade-in. How- 
ever, FHA limits the maximum mortgage to 85 percent of the amount 
to which an owner-occupant would be entitled. Because this restric- 
tion forces the dealer—builder or broker—to tie up too much of his 
working capital in the trade-in, the plan has not worked. Since the 
dealer must qualify for whatever loan FHA agrees to insure, the 
maximum mortgage amount should be equ: - to the amount available 
to a purchaser-occupant. Amending the National Housing Act to 
conform to this suggestion would accomplish three desirable purposes ; 
first, dealers would be induced to take more houses in trade, since the 
trade-in could be more adequately financed; secondly, the trade-in 
would be more expeditiously and cheaply conveyed to the ultimate 
occupant by allowing him to qualify for assumption of the maximum 
mortgage, rather than (as at present) requiring processing a whole 
new mortgage; finally, by stimulating trades, the entire industry, both 
new and used, would benefit through increased volume of transactions. 

The greatest deterrent to univers al participation in the FHA pro- 
gram is the arbitrary, inflexible, frequently submarket interest rate. 
Various formulas have been offered as a guaranty that money will 
flow into FHA loans under varying economic conditions, but none has 
ever been devised that will insure a par market for FHA loans at all 
times, on all types of residential property, in every section of the 
country. The current 514 percent rate is more than sufficient to at- 
tract capital in the Boston area; reasonably adequate in the metro- 
politan New York area; completely inadequate in California, Texas, 
Florida, and most other parts of the country. The discount device 
is an awkward, cumbersome, and expensive method of translating a 
submarket rate into a market rate, and is repugnant to lenders, annoy- 
ing to mortgage originators, and the cause of confusion and mistrust 
on the part ‘of the public. While the foregoing suggestions will ma- 
terially improve the system and make additional credit available on 
comfortable terms, the FHA program will never attain its maximum 
potential in serving the home-financing needs of our people until the 
crucial interest rate is freed from its present shackles. 

Under present law, the Commissioner is allowed to establish a 
maximum rate from time to time within a statutory limitation of 6 
percent. This authority should be withdrawn, and market forces 
permitted to determine the effective rate within the statutory limita- 
tion of 6 percent. Until this is done, countless lenders will refuse to 
participate; there will continue to be legislative investigations of dis- 
counting practices; lenders, builders, attorneys, br okers, buyers, and 
the public will operate in an atmosphere of mistrust ; secondary financ- 
ing and its attendant evils will remain a continuing threat to the home- 
owner’s security, and the volume of new housing starts will be 
adversely affected. 
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A competitive market rate will make Treasury support of FHA 
loans via the medium of FNMA unnecessary, eliminate completely 
any excuse for special assistance programs, and channel billions of 
dollars of vitally needed capital into the housing market. 


VETERANS’ ADMINISTRATION 


Since the inception of the Veterans’ Administration home loan 
guaranty program, more than 5,500,000 veterans have been able to 
secure satisfactory housing for themselves and their families on terms 
they could afford. The ‘remarkably low percentage of def faults— 
less than 1 percent—attests to the soundness of the plan and the uni- 
versal appeal of homeownerships. Despite the fact that nearly half 
these purchasers paid nothing down and in many cases were unable 
to satisfy in cash even the closing charges, they have, nevertheless, 
weathered the storms of periodic and seasonal unemployment, marital 
differences, transfer, sickness, and other vicissitudes, and still man- 
aged to meet their monthly obligations. This experience has demon- 
strated anew the fact that buyers will fight to protect the precious 
privilege of homeownership, regardless of the amount of their equity 
or lack of equity. There is now increased recognition of the impor- 
tance of “moral equity” as a factory in determining the security of 
funds invested in home loans. 

In 1944 the Congress wisely developed this program as a means of 
rewarding deserving veterans with something more tangible and long 
lived than a quickly dissipated cash bonus, and as a vehicle for the 
orderly readjustment of the war veteran into civilian life. While 
nearly 10 million veterans still remain eligible for these benefits, it is 
unlikely that the Congress will extend this t temporary program beyond 
the present terminal date of July 25, 1960, for World War II veterans, 
and January 31, 1965, for veterans ‘of the Korean conflict, since there 
is ample opportunity for these remaining ex-servicemen to “get in 
under the wire,” and the FHA plan offers a suitable and more eco- 
nomically sound substitute thereafter. 

It is appropriate at this point to express my opinion as to why the 
Congress should permit the veterans’ program to terminate when the 
above statutory dates are reached. 

In my opinion, the only justification for the veterans’ home loan 
program was to assist the veteran in making his readjustment to civil- 
lan life. The dislocation of wartime service resulted in certain dis- 
advantages to the returning veteran in matters such as education, hous- 
ing, employment, etc. The Congress decreed that the Servicemen’s 
Readjustment Act of 1944 would be the medium through which this 
assistance or readjustment was to be brought about. The act has 
served well this purpose. 

An extension of the program can be justified only on the basis of 
the need for further readjustment for these World War II veterans, 
most of whom left the service 11 and 12 years ago. I respectfully 
submit that the readjustment factors which motivated the original 
1944 act no longer attain for the veterans of World War II. 

However, while the VA program is still in effect, the hope of acquir- 
ing a home on VA terms will prove but a hoax for the majority of the 
remaining eligible veterans, unless the frozen VA interest rate is in- 
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creased to a figure more in line with the market. Congress cannot 
legislate private capital into any investment that does not compete 
with paper offering a higher net yield with equal safety. The com- 
petition from high grade bonds, stocks, debentures, commercial paper, 
and conventional mortgage loans is rapidly relegating the VA mort- 
gage to a position of desperate inferiority. The discount device is an 
unsatisfactory solution, for the reasons outlined with respect to FHA, 
and presents even greater difficulties because of the substantially in- 
creased points necessitated by the 434 percent rate, one-half percent 
below even the FHA rate. 

All segments of the industry, the American Legion, even the Vet- 
erans’ Admini: .tion itself, have testified to the urgency of an imme- 
diate rate increase if money is to flow into this benefit program. 

Recently the American Legion and AMVETS (American Veterans 
of World War II) at their 1958 national conventions adopted resolu- 
tions which would permit greater flexibility in the VA rate in order to 
make the VA program function more effectively. 

To protect the veteran purchaser against an increased rate is simply 
to ignore the cold realities. Either he pays an increased price, inflated 
to cover the discount paid by the seller, or he is forced to meet FHA or 
conventional lending terms; in the case of a conventional mortage, 
he must frequently settle for secondary and even tertiary financing 
on an expensive and unsound basis. An increase in the maximum 
permitted interest rate would be cheaper, less troublesome, more un- 
derstandable, and the monthly payments easier to handle. It would 
channel billions of dollars into this form of investment, and insure 
the purchase of hundreds of thousands of homes on VA terms; terms 
not presently, nor in the foreseeable future, available to the veteran. 

Neither the Congress nor the Administrator of Veterans’ Affairs 
ean predict the rate which will prove equally effective on all types of 
property, under varying conditions, on a national scale. It is my 
firm belief that only a statutory maximum rate of 6 percent (now 
provided in the National Housing Act) will bring order out of the 
present chaos and eliminate the need for the controversial discount 
practice. By permitting the rate to fluctuate within this 6 percent 
limitation, competition will see to it that the actual rate on each loan 
will reflect current market conditions. In the long run the veteran 
will benefit by the greater acceptability to the industry of the VA 
program. 

Another deterrent to the success of this program is the cumbersome, 
abnormal length of time it takes to process a case through a VA 
regional office. Few participants—seller, buyer, broker, builder or 
lender—can afford this delay, which in many cases amounts to more 
than 3 months. Again, more adequate personnel would expedite pro- 
cessing, and eliminate much of the friction and aggravation generated, 
but there is no reason why the principle of the FHA CAP plan could 
not be extended to VA. Mortgage companies are primary originators 
of GI loans. As nonsupervised lenders, they cannot close on an auto- 
matic basis, but must await receipt of the certificate of eligibility, cer- 
tificate of reasonable value, and finally the certificate of commitment 
before they can issue closing instructions on an individual case. In the 
instance of tracts, it takes weeks, frequently months, before a master 
schedule of reasonable values is established ; then the individual pur- 
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chaser’s application must be processed after that. Use of a VA equiv- 
alent of the CAP program would eliminate a great deal of the present 
confusion and delay, and help to popularize the VA program. 

In addition to the annoying and sometimes fatal lags in processing, 
there is the question of duplicate fees. In order to obtain construction 
money, most builders find it necessary to process their entire tract 
through FHA, which means an advance fee of $45 per house ($25 of 
which is refunded when the house is sold and the buyer qualifies for 
an FHA-insured mortgage). While the VA will accept FHA con- 
struction inspections, the VA insists upon making its own valuation 
(panel appraisal), for which the builder must pay duplicate fees. 
This added expense, plus the further redtape and delay, influences 
many builders to offer their homes on FHA-and conventional terms 
only; the veteran purchaser who cannot meet these terms is thereby 
denied the home of his choice in the tract. 

VA should accept FHA valuations. It is ironic that virtually the 
same fee appraisers used by VA are also employed on a fee basis by 
FHA. No point is served by requiring one underwriting agency to 
duplicate the appraisal process already completed by another under- 
writing agency—particularly when the first agency has a proven rec- 
ord of 24 years’ experience in developing sound appraisal techniques. 


FEDERAL NATIONAL MORTGAGE ASSOCIATION 


FNMA, or Fannie May as it is popularly called, was intended to 
provide a degree of liquidity for FHA and VA loans which would 
smooth the flow of money into these programs, and minimize the stops 
and starts which had previously characterized the origination of both 
types of mortgages. 

The venture has been partially successful, but can be vastly im- 
proved without expense to the taxpayer. 

It is fortunate that the provision requiring FNMA to purchase 
special assistance loans at par has expired, and it is hoped that this 
type of support program will not be renewed by the 86th Congress. 
While I am in sympathy with the objectives of the majority of “these 
programs, particularly those designed to implement the realtors’ build 
America better plan for the improvement of our neighborhoods, there 
is ample discretionary power in FNMA to accord favored treatment 
to those requiring temporary support—such as the waiver of stock 
purchase, and handling fee; issuance of advance commitments, etc. 

The special assistance program No. 10 concept (purchasing at par 
FHA’s and VA’s on new houses costing not more than $13,500) was 
particularly insidious, not only in favoring one class of buyer over all 
others, but in diverting a billion dollars in financing away from lenders 
perfectly willing and able to assist these programs on market -terms. 
There can be no justification for guaranteeing a par market for FHA 
and VA loans on brand new homes costing $13,500 or less, any more 
than there could be valid excuse for awarding their builders a cash 
subsidy of several hundreds of dollars for simply building the homes. 

FNMA was intended to operate as an emergency, backstop facility, 
supplementing the private mortgage market in periods of stress. It 
was not intended to, nor should it, supplant private investors in the 
field of FHA and VA mortgages under the guise of “special assistance” 
or any other catch phrase. 
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A realistic approach to the VA interest-rate structure would obviate 
the necessity for such far-reaching adventures by government into the 
private market as exemplified by the $1 billion par purchase program 
approved in the Emergency Housing Act of 1958. 

It is the customary practice for mortgage originators, notably 
FHA-chartered mortgage companies, to process and commit for FHA 
and VA mortgages, close them with their own funds, pledge them to 
their banks (c: alled warehousing) as security for loans to provide 

‘apital with which to repeat the process. The closed loans are “pack- 
aged” and offered for sale to the secondary market; following sale, 
they are withdrawn from the warehouse bank and delivered to the 
ultimate investor, thereby providing additional warehouse capacity 
for further borrowi ing. 

From time to time the secondar y market dries up, due to overcom- 
mitment, lack of funds, or other well-known and understandable rea- 
sons, and the warehouse banks temporarily withdraw the privilege 
of warehousing unsold loans. The originator is then forced to curtail, 
or completely shut down his originations, creating a chaotic condition 
in the real estate and building markets. The home builder, deprived 
of the FHA and VA terms upon which volume sales depend, is com- 
pelled to cut back his starts. The broker dealing in existing houses 
must resort to less attractive conventional financing, thereby hamper- 
ing his sales efforts, to say nothing of burdening the home purchaser 
with more expensive terms. The home- buying public, bewildered by 
the sudden absence of recently advertised terms, concludes the time 
is not right to buy, and by sitting on the sidelines precipitates a reces- 
sion in the major industries, as well as their allied industries. 

These recurrent upheavals could be minimized, and perhaps com- 
pletely eliminated, by reconstituting FNMA as a discount bank, tem- 
porarily functioning as a war ehouse facility until the banking industry 
and the secondary market can again operate normally. FN MA should 
advance commit to warehouse unsold FHA and VA loans for a period 
of 1 year, ere the borrower 95 percent of the reasonable market 
value established by FNMA. The interest charged should be one-half 
percent less than the interest called for by the mortgage ; the borrower 
would pay a nonrefundable 1-percent commitment fee, and be re- 
quired to purchase FNMA stock to the extent of 1 percent of the face 
value of the mortgage. All borrowings secured by pledged mortgages 
would carry full recourse against the borrower; participants would be 
limited to FHA-chartered institutions. The capital and surplus re- 
quired of FHA-chartered institutions, plus the 5-percent holdback, 
plus the market discount, plus the 1-percent investment in F NMA 
stock would amply secure repayment of the loan by the borrower. To 
avoid withdrawal from FNMA and dumping on a possibly still de- 
pressed market at the end of 1 year, the warehouse term could be 
extended for another period of 1 year upon payment of an additional 
fee of one-half percent. 

The maximum mortgage amount FNMA will consider for purchase 
is presently $15,000. ‘This is a purely arbitrary figure, and should be 
eliminated. Under the suggested warehousing arrangement, mort- 
gages in any amount insured by FHA or guaranteed by VA would be 
eligible as security for loans. 
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It is a fallacy to believe, as apparently some home builders do, that 
FNMA/’s discrimination against the used house works to the ad- 
vantage of the home builder, thereby stimulating the construction of 
new houses. A constantly diminishing number of new house pur- 
chasers are first-time buyers. The bulk of the prospects for new 
homes must market their present property. FNMA/’s preferential 
treatment of FHA and VA loans secured by first mortgages on new, 
or nearly new houses, militates against the home buyer who would 
like to purchase a new house, but cannot quickly or advantageously 
sell his present residence because the same comfortable terms are not 
available to his buyer. FNMA admits that 90 percent of its mort- 
gage acquisitions are secured by liens on houses 5 years old or less; 
only 10 percent are on houses over 5 years old. 

Also, I believe that FNMA should consider extending its standby 
commitment procedure to mortgages on existing houses. At the pres- 
ent time such standby commitments are limited to mortgages on new 
construction. 

By issuing a standby commitment at a price 1 or 2 points below the 
market, a mortgage lender would be assured that the property, neigh- 
borhood, etc., meet FNMA’s purchasing requirements, in the event the 
mortgage cannot be more adv antageously sold in the secondary mar- 
ket. Under the present procedure, uncertainty as to whether FNMA 
will accept an FHA-insured or VA guaranteed mortgage on an exist- 
ing house frequently results in the mortgagee insisting upon conven- 
tional terms, not only denying the purchaser the more comfortable 
FHA or VA payments, but often subjecting him to the hazards of 
secondary financing. Issuing such a standby commitment would be 


consistent with sound business principles and make FNMA a more 
effective tool in the upgrading of the housing standards of the Ameri- 
can people. By facilitating the financing and therefore the sale of 
more existing homes, FNMA would indirectly stimulate the market 
for new construction, particularly among those homeowners who must 
sell an existing home in order to purchase a new one. 











THE FHA MORTGAGE INSURANCE PREMIUM’?—AN 
ANALYSIS AND a ALT mewandn 


Dr. ERNEST M. FISHER, Professor of Urban Land Economics, Columbia 
University, New York, N. Y., and Dr. CHESTER RAPKIN, Research Associate 
Professor, University of Pennsylvania, Philadelphia, Pa. 


The following paper was prepared in response to the following 
questions : 


What are the premises upon which the premium rate of 
the Federal Housing Administration is based? To what 
extent are these premises valid? Should mutuality be con- 
tinued as a feature of any FHA insurance fund? If so, 
should any changes be made in existing law or administra- 
tion ? 


In the quarter century of its existence, the FHA has performed yeo- 
man’s service to the Nation. It assisted in the recovery of a depressed 
building industry and a harassed mortgage banking system in the 
depression years of the 1930’s. It made it possible for a substantial 
proportion of the Nation’s war housing needs to be provided by pri- 
vate industry and in the postwar period fostered a surge of home 
ownership that this Nation never before experienced. Since the 
foundation for the FHA is essentially a series of mortgage insurance 
systems, the heart of its operation rests on the premium charge. 

From its inception it was hoped that the original mutual- mortgage 
insurance system would be self-sufficient and would not constitute a 
drain on the Treasury of the United States. So far this has been the 
case; funds advanced by the Treasury to inaugurate the system and 
to finance its operations have been returned with interest. All ex- 
penses and losses have been paid out of earnings, and in addition, siz- 
able reserves have been accumulated. In fact, these reserves have 
grown so rapidly in recent years that prior concern regarding the 
adequacy of the resources of the system is rarely voiced tod: ay, and 
some have begun to suggest that the mortgage insurance premium is 
larger than that required to cover reasonable contingencies. 

We have been asked to discuss the premises upon which the pre- 
mium rate of the Federal Housing Administration is based and to 
explore the validity of these premises. In addition, we have also been 
requested to consider the mutuality feature of the mutual mortgage 
insurance fund and to suggest any changes that might be made in the 
existing law or administration. 


1Some of the material in this paper has been taken from a report entitled ‘“The Adequacy 
of = FHA Mortgage Insurance Premium,” prepared by Ernest M. Fisher for Senator Jacob 
K. Javits, and used with the Senator’s consent. 
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FHA METHOD OF CALCULATING THE REQUIRED RESERVE 


When the FHA wis established by the enactment of the National 
Housing Act in 1934 there were very scanty statistical materials upon 
which actuarial calculations could be based and premium rates estab- 
lished. Congress, therefore, provided in the act for administrative 
determination of the premium within the broad limits of one-half of 1 
percent per annum and | percent per annum of the face amount of 
the mortgage. 

Provision was made in the act also for the collection of fees, the pay- 
ment of expenses and losses out of the income received from all 
sources and for the accumulation of reserves. Borrowers were to be 
refunded any unearned premiums if they paid their mortgage in full 
or otherwise canceled the insurance prior to maturity. At the matu- 
rity of their mortgages any funds accumulated during their term in 
excess of expenses, losses, and the modest contribution to general re- 
serves were also to be returned to borrowers. This feature of the 
system is commonly referred to as “mutuality.” 

By amendment in 1938, the Administration was authorized to fix 
the premium at not less than one-half of 1 percent, nor more than 1 per- 
cent per annum of the declining balance of the mortgage insured. The 
programs subsequently established by the Congress have contained 
the same provision for fixing the premium, but have not contained 
provisions for mutuality. 

The premiums and fees collected in connection with each of the 
programs then have been determined over a period of 25 years, within 
the limits established by the Congress. Inthe meantime statistical and 
actuarial studies have been made of general mortgage experience as 
well as the particular record of losses incurred by FHA under the 
various programs which it administers. 

An examination of the adequacy of the FHA premium involves 
a study of the methods used by the FHA in calculating its required 
reserves. In determining “required reserves,” the FHA employs the 
actuarial computation known as the “prospective method,” which in- 
volves the projection of all anticipated incomes and outlays associated 
with business currently on the books, that is, insurance contracts in 
force. Each of these series is discounted to the date of calculation. 
If the present worth of the prospective expenses and losses exceeds that 
of anticipated income, cash or other assets, called required reserve, in 
the amount of the difference are necessary if the resources of the 
system are to be considered adequate. If the actual funds on hand 
exceed the required reserves, the historical losses or other expenses 
have been lower than calculated or the insurance premium was higher 
than was necessary to cover the expenses and losses. Such excess 
funds can, in time, be distributed as “participations” to persons whose 


mortgages were insured or set aside to provide for unforeseen 
contingencies. 


*For a more detailed discussion see: Ernest M. Fisher and Chester Rapkin, The Mutual 
Mortgage Insurance Fund—A Study of the Adequacy of Its Resources, Columbia University 
Press, New York 1956: Federal Housing Administration, The Twenty-fourth Annual leport 
for the Year Ending December 31, 1957, Washington, D. C.; Mortimer Kaplan and Samuel 
A. Miller, Government Insurance of Economic Risk, International Review for Social Science 
(Kyklos, vol. VIII, 1955. Fasc. 3, pp. 252-276). 
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There are two income items that are taken into account in the 
reserve valuation. (1) Premium income calculated at the rate of 
one-half of 1 percent per year on the average outstanding balance 
of mortgages in force at the beginning of the year; and ”(2) pre- 
payment penalties levied on loans paid in full prior to maturity. 
The maximum charge is 1 percent of the face amount of the mort- 
gage, but cannot exceed the sum of the remaining premiums. The 
reserve valuation takes 3 expense items into account: (1) The cost 
of servicing the contracts in force levied at the annual rate of 20 cents 
per $1,000 of the original face amount; (2) settlement expenses in- 
curred at the time of foreclosure and in the disposition of acquired 
property; (8) capital losses sustained on acquired property. The 
present value of the future income and expense elements is derived 
by discounting these items at the rate of 2.5 percent, the rate of inter- 
est that the FHA expects to earn on its assets, 

The risk borne by the insurance fund is defined as the difference 
between the outstanding balance of insured mortgages and resale 
value of the mortgaged property. The amount of the risk is de- 
termined by changes in the aggregate outstanding balance of mort- 
gages insured and by fluctuations in the price of residential real estate. 
Losses, however, will be incurred only on properties that are fore- 
closed, then acquired by the FHA and later liquidated at an amount 
less than the outstanding balance of the foreclosed loan plus expenses. 
For any given group of insured loans the aggregate outstanding bal- 
ance, and consequently the magnitude of the risk declines with the 
passage of time because of terminations and amortization payments. 
Thus in the absence of variations in house prices, the risk borne by the 
insurance fund on the existing portfolio diminishes with time. ‘This 
means that the greatest risk is incurred in the first year of insur- 
ance life, in contrast with many other types of insurance where the 
incidence of claims is either independent of time or tends to increase 
with the passage of time. But since the insurance premium is a con- 
stant percentage of the outstanding balance, it too declines. 

In calculating the amount of the prospective risk, a series of as- 
sumptions must be made regarding the incidence of foreclosure, the 
proportion of foreclosed properties that will be acquired by the FHA 
and the average loss on the acquired properties. Since the FHA has 
operated almost exclusively in an expanding market, its experience 
is no indication of what might be characteristic of a declining mar- 
ket. As a consequence, in calculating the required reserve the FHA 
has not relied on its own experience, but has made provision for a 
series of market reverses commensurate with those encountered dur- 
ing the depression of the 1930’s, insofar as available data permit 
them to be measured. They reason that if the reserve is adequate to 
meet market contractions of this magnitude, it can of course weather 
crises of lesser dimensions. 

When a foreclosed property is transferred to FHA, payment of the 
insurance benefits is made in the form of FHA debentures, Thus, an 
asset is acquired at the same time that a liability is established. At 


8 If prices rise above the level at the time of valuation, the risk will decline further: and, 
conversely, if prices fall below this level, the risk will be increased. Thus, the dimension 
of the risk is in essence dependent upon the interplay in time of the aggregate outstanding 
mortgage balance and of fluctuations in house prices. 
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this point there is no drain on the accumulated cash surplus of the 
insurance fund. This device eliminates the pressure to liquidate 
acquired properties during depressed periods in order to realize 
cash; or, to put it another way, it enables FHA to await a more 
favorable market when presumably prices would rise and _ losses 
could be reduced. 

The possibility of such a holding operation, through the use of 
debentures, has been disregarded, however, in the calculations. It 
has been assumed in estimating losses that depression prices would be 
obtained for properties acquired and sold by the Administration dur- 
ing that period. Properties acquired during the prosperous phase of 
the cycle are assumed to command higher prices than those prevail- 
ing during the depressed period. 
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FHA’S INCOME AND EXPENSES 


During the history of its operation, the FHA has administered 
10 separate programs of mortgage insurance, the total income from 
which amounted to more than $1.2 billion by mid-1957. (See table 120.) 
Of this total, approximately three-quarters (73 percent) has come 
from premiums and the remainder from all other sources, the most 
important of which is fees. Total expenses have amounted to 42 per- 
cent of gross income. Losses on acquired properties represented only 
8 percent of these disbursements, while administrative expenses com- 
prised 87 percent of total expenses. 

The largest continuing program is represented by the mutual mort- 
gage insurance fund which, by June 30, 1957, had collected $758 
million or 65 percent of the total gross income for all 10 funds. As in 
the case of the aggregate, the major portion (72 percent) of the income 
of the MMIF came from premiums, 19 percent from fees and less than 
9 percent from other sources. Total expenses absorbed $332 million 
or 44 percent of the total income of the MMIF; over $308 million were 
disbursed for administrative purposes; that is, administrative expenses 
alone amounted to 41 percent of total income and to 56 percent of 
premium income. Only $4 million was needed to meet losses on 
acquired property. 

Title VI, the war housing insurance program, is the second largest 
of the 10. Its income reached nearly $326 million by June 30, 1957, 
of which $251 million or 77 percent came from premium payments. 
The expenses of this program have totaled $108 million, or 53 percent 
of gross income. It was not until 1945, however, that fees and mort- 
gage insurance premiums were sufficient to cover transfers and ex- 
penditures under the program of war housing insurance. 

For all the other programs except three, section 220, the section 221, 
and the housing investment insurance programs, income has been sufli- 
cient to pay expenses and to accumulate some net revenue. Net income 
of these programs varies from 24 percent to 74 percent of gross. 

Thus, so far, the Federal Treasury has suffered no losses from the 
operation of these programs, although three of them have not yet col- 
lected enough income to meet their expenses. 


INSURANCE RESERVES 


The “insurance reserves” represent the accumulation of assets built 
up from the net income in each program. The “estimated reserve 
requirement” is a theoretical figure derived by means of the calculation 
described in a previous section. When these two figures are equal, the 
system possesses the assets necessary to meet projected claims. Differ- 
ences between them reveal a surplus or deficiency in the system. 

Table 121 presents data on the insurance reserves accumulated as of 
December 31, 1957, under each of the 10 mortgage insurance pro- 
grams, as well as the amount of the “estimated reserve requirements” 
and the excess (or deficiencies) of reserves over requirements. For 
all 10 programs the accumulated insurance reserves of $538 million fall 
short of the estimated requirements by only $333,000. This balance, 
however, exists by virtue of the fact that the mutual mortgage insur- 
ance fund possesses over $90 million and the war housing insurance 
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fund $21 million in excess of their required reserves. These amounts 
compensate for deficiencies in six of the remaining insurance 
programs. 


TABLE 121.—J nsurance reserves, and estimated reserve requirements in the 
mortgage insurance funds of the Federal Housing Administration 


As of Dee. 31 , 1957 


Excess (or 
deficiency) 


























Estimated f insurance 
Insurance reserve re- reserves Over 
reserves quirements estimated 
idjusted 2 reserve re- 
quirements, 
adjusted 
Title I housing insurance fund $3, 904, 637 
Mutual mortgage insurance fund 3 374, 94 5 
Housing insurance fund 8, 967, 767 
Sec. 220, housing insurance fund - 5 
Servicemen’s mortgage insurance fund 2, 961, 433 | 
Sec. 221, housing insurance fund_- 802, 271 | 
Warh ng insurance fun d. : : 142, 393, 148 
Housir \ nent insur » fund 879, 128 
Armed services 1s rtgage insurance fund 12,824,578 | 461,121,108 | —48, 296, 530 
National defense housing insurance fund —10,391,541 | 15, 758, 242 -26, , 149, 783 
Total all mortgage insurance funds tee 538, 171, 777 538, 504, 616 — 332, 839 
Title I insurance fund_-.......--- § 63, 384, 853 (8) 
I 601 630 | 
| 





1 Includes earned surplus of certain insurance funds transferred to other FHA insurance funds as capital 
contributions in the amount of $20,310,000. 

2 For mortgage insurance contracts in force. Adjusted for estimated unearned premiums in all 9 mortgage 
insurance funds in the amount of $52,625,131 to be retained after refunds of unearned premiums upon pre- 
payment. 

Includes $95,231,854 as of Dec. 31, 195 , in the  participatin z reserve account, representing balances avail- 
able for participations, which aceon nt m: ‘a be charged with : ny net loss sustained by the mutual mortgage 
insurance fund in any semiannual pericd. 

4 Excludes reserv¢ requirements for the mortgages endorsed for insurance under sec. 809 with respect to 
which the military will guarantee the fund from loss. Includes reserve requirements for armed services 
housing mortgages initially endorsed for insurance under sec. 803 of the act, as amended, and securing 
housing pr jects not yet completed with respect to which the military will, upon completion and final 
endorsement, guarantee the mortgage payments. 

§ Does not include unearned premiums in this fund amounting to $20,739,291 as of Dec. 31, 1957. 

® Reserve requirements are not estimated for the title I insurance fund. The maximum p» tenti il liability 
under this fund was $285,015,589 as of Dec. 31, 1957, representing the balance of reserves available to qualified 
lending institutions f»r the payment of claims. T his potential liability was calculated at 10 percent of new 
proceeds of insurance written less claims paid and reserve adjustments. 





Source: Federal Housing Administration, 24th Annual Report for the Year Ending Dec. 31, 1957. 


It is also important to note that both these programs reached the 
point where their reserves are equal to the estimated requirements only 
after a considerable period of time. The mutual mortgage insurance 
fund overcame its deficiency for the first time in 1954, after 20 years 
of operation; the war housing insurance fund reached this position in 
1957, 16 years after it was founded and nearly 8 years after it had 
ceased issuing commitments for any new business. 

In contr ast, the housing insurance fund in operation since 1950, had 
outstanding insured balances as of December 31, 1957, estim: ated at 
$744 million, and reserves of nearly $9 million, but was still short of 
estimated reserve requirements by over $21 million, Other wide gaps 
exist in connection with the servicemen’s mortgage insurance fund, the 
armed services housing mortgage insurance fund (over $48 million), 
and the national defense housing i insurance fund (over $26 million). 
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The insurance reserves accumulated in the mutual mortgage insur- 
ance fund actually serve as a revolving reserve which covers potential 
liabilities during the early life of insured mortgages when premiums 
collected are insufficient to meet both expenses and reserve. These 
funds are later released as premium income accumulates and as out- 
standing balances decline. They are then available for use in connec- 
tion with new business put on the books. The amount required is cal- 
culated at the end of each 6-month period. Operating income received 
during the period in excess of expenses and the amount that has to be 
added to reserves is then allocated to the “participating reserve” 
account and becomes available for distribution as a “dividend.” 

It must be remembered that the excess or deficit of accumulated 
reserves over requirements will change if the basis for calculating the 
required reserve is altered. For example, if the insurance premium is 
reduced, the required reserve will be increased because the future 
income stream is reduced. If the reduction is severe, a current excess 
an be converted very quickly into a deficit. On the other side of the 
equation, if the estimate of anticipated losses is reduced by virtue of 
the introduction of less stringent assumptions regarding the incidence 
of foreclosure or loss, then the required reserve will cotnract. This 
will serve to increase any excesses that may exist at the moment, or 
reduce or eliminate existing deficiencies. 

One other point is of significance. The need for reserves, as indi- 
cated above, is greatest immediately after insurance takes effect. As 
time goes on, the amount at risk and the probability of foreclosure 
both decline. With this decline, the amount of required reserves also 
declines. But if new insurance is granted, it requires maximum re- 
serves. Thus, in actuality, the aggregate of required reserves may 
not decline, but may remain constant or increase, depending upon the 
volume of new insurance written. 


SHOULD THE FHA SYSTEM BE SELF-SUFFICIENT? 


The first major question underlying all the discussions of the FHA 
system is concerned with the extent to which the Congress wishes the 
system to be self-sufficient. In other words, how important is it to 
maintain the FHA system on a basis which provides sufficient income 
to meet administrative costs and anticipated losses / 

The alternative is a system in which current expenses including 
losses are met from the Treasury through congressional appropria- 
tions. In fact, the VA mortgage insurance and guarantee program 
is operated in just this fashion. In essence, the ; argument rests on 
who shall bear the cost of the advantages that emerge from a mort- 
gage-insurance program. Should the homeowner or investor who 
presumably receives lower interest rates, longer mortgage terms, and 
more readily available credit pay for these advantages through the 
mortgage-insurance premium? Or, despite the advantages received 
by the partic ipants in the system, is the role of the FHA in promoting 
homeownership, in aiding the construction of rental housing, and in 
contributing to the stabilization of the construction and home finance 
industries of such vital national importance that its costs should 
rightfully be met from the Public Treasury? The resolution of this 
question is a matter of public policy which rests with the Congress. 
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It has been asserted that the elimination of the mortgage insurance 
premium would reduce total expenditures by obviating the nec essity 
for a complicated bookkeeping system and thus reduce the total cost 
to the community. The major argument, however, has rested on the 
fact that the elimination of the mortgage insurance premium would 
reduce housing costs and thus stimulate demand an d, at the same time, 
make homes available to a lower income sector of the population. 

On a $10,000 20-year mortgage bearing the current interest rate of 
514 percent, the total elimination of the mortgage insurance premium 
would reduce the initial monthly carrying charges by $4.10. Al- 
though the calculation of the effect on housing demand of such a re- 
duction in costs is complicated and lies beyond the scope of th 
paper, a general approximation of the dimension of the e flect can ‘i 
suggested. Assuming that total monthly housing costs for the owner 
of a home bearing such a mortgage are approximately $100, the ab- 
sence of the mortgage insurance premium would reduce month] y costs 
by slightly more than 4 percent. If the average purchaser of such 
a home earns $5,000 a year and the ratio of income to mortgage re- 
mains the same, a reduction in monthly cost of 4 percent makes avail- 
able a home of this type to families with annual incomes of $4,800.* 
According to the United States census, approximately 3 percent of all 
urban families in 1956 received incomes that fell between $4,800 and 
$5,000 per year; and of the home-purchasing group (i. e., families 
above $4,000) 4 percent fall within this income range. Thus, the 
reduction in cost which at first appears to be quite modest, may have 
a leverage beyond its seeming importance. This is due to the fact that 
the cost reduction influences a sector of the income distribution in 
which a substantial proportion of American families are represented. 

The increase in demand, however, would be realized only if the 
prices which purchasers have to pay remain constant or decline. The 
advantages of reduced carrying charges can very quickly be nullified 
by an increase in price. Since World War II, the prices that pur- 
chasers have paid for single-family houses have risen much more than 
prices of most other commodities, and some of this excess may be 
attributable to reduction in the carrying charges which have resulted 
from easier mortgage terms. Prices are not fixed by the costs which 
builders incur. When the pressure of demand is great, a reduction in 
periodic payments made possible by more liberal financing terms may 
be copitalined into price; i. e., sellers instead of keeping prices con- 
stant and thus making a reduction in monthly charges possible, ma 
increase prices and thus keep monthly charges constant. Under suc 
circumstances a reduction in carrying charges would not augment de- 
mand ; instead its net effect would be to raise selling prices “of houses 
to higher levels and to increase sellers’ profits. 

On a mortgage for which the initial insurance premium is $4.10 per 
month, the monthly premium payments will amortize only $408 in 
20 years. The same reduction in monthly carrying charge (for the 
entire term of the mortgage) could be had bya reduction of $408 in the 
amount of the mortgage. This reduction in the amount of a $10,000 
mortgage would mean a reduction of $453 in the price received by the 
seller if there is a 90- -percent mortgage or a reduction of $510 if the 


* Alternatively, the cost reduction makes it possible for present home-purchasing families 
to acquire homes of somewhat higher quality for the same monthly outlay. 
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mortgage is 80 percent of the selling price. In the case of the sale of 
an existing house, this reduction today would in most instances come 
from the seller’s profits. In the case of the new house, it would in all 
likelihood come from the builder’s profits; or if the builder were 
diligent enough in saving on costs he might be able to get half ($255) 
or more of it from such savings and have to take only $255 or less of 
it out of profits. And it is to be noted that for ever y new house sold, 
between 2 and 3 old or used houses find sellers as well as buyers. 
All these transactions presumably would be similarly affected by a 
reduction in the FHA premium rate. 

It thus appears that the effect of the elimination of the mortgage 
insurance premium may depend upon the state of the market. On ol 
one hand, it may result in the stimulation of demand; on the other, 
the advantages may not be passed along to the consumer, but may in- 
stead serve to increase house prices and the profits of the sellers of 
houses. Policy decisions, therefore, regarding self-sufficiency within 
the FHA insurance program must rest on questions of principle rather 
than expediency. In essence, Congress must decide whether it wishes 
the borrowers to bear the cost of insurance or whether the public at 
large receives sufficient benefits to justify meeting the charges from 
general taxpayments. 

MARGINS OF SAFETY 


The second major policy question concerns the severity of the 
contingencies for which provision is made. We have previously ob- 
served that the amount of the required reserve is a direct function of 
assumptions made regarding losses that the FHA may incur. Strictly 
speaking, this formulation is not accurate. The FHA calculation is 
not based upon a forecast of future events and conditions. The calcu- 
lation makes provisions for market reverses presumably of the dimen- 
sions experienced during the depressions of the 1930’s. Moreover, it 
posits the worst possible combination of circumstances in that the 
entire portfolio is assumed to be exposed immediately to the forclosure 
and loss experiences of the depressed years. 

No account is taken of the strategic feature of the FHA insurance 
_ use of debentures which eliminates the drain on the accumu- 

ated cash surplus and makes it possible to hold foreclosed properties 
until the market improves. While it is evident that no insurance fund 
can or should provide full protection in the event of a total economic 
collapse, the FHA has indeed made provisions for contingencies as 
severe as, if not worse than, those experienced in the past. 

In considering a change in the mortgage-insurance premium, Con- 
gress is, in effect, ev aluating the merits of the series of FHA assump- 
tions. What is the likelihood of a repetition of economic reverses of 
an order commensurate with the great depression? Congress may 
well take the view that major depressions are a thing of the past in 
the United States. Governmental commitments to long-term growth 
and stability and the ever-increasing knowledge of the operations of 
our economic system make possible the exercise of policies and devices 
that may preclude a repetition of the experiences of the 1930’s. These 
are well known and need not be repeated here. In addition, the bank- 
ing system, because of various institutional and legal factors, is in a 
much stronger position to withstand both the impact of large- scale 
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mortgage arrearage and foreclosure and the simultaneous demands 
for the withdrawal of cash by depositors. Moreover, the widespread 
use of the amortized mortgage and, in fact, the FHA itself are stabiliz- 
ing factors which serve to mitigate reverses that may lead to a major 
decline. In addition, a long- term upward movement of virtually all 
price series in the United States helps to reduce the likelihood of cash 
are on acquired property. Of major importance, perhaps, is the 

fact that steps will undoubtedly be taken to prevent a massive wave of 
foreclosures and the dispossession of large numbers of families from 
their homes. Should Congress hold the point of view expressed in 
this paragraph, it may feel that insurance provisions for contingencies 
commensurate with a major depression may, indeed, be conservative, 
if not excessive. 

On the other hand, a diametrically opposite view may be adopted. 
Some analysts have held that our economy has been beset by depres- 
sions of increasing severity. They point to the fact that the last major 
depression, that of the 1930’s s, was worse than any experienced before 
in the history of this Nation. They further assert that the next depres- 
sion will not be merely a minor perturbation such as we experienced 
several times in the years following the end of the Second World War, 
but will, indeed, be cataclysmic. ‘Tf this point of view is taken, then 
the provisions made by the FHA to maintain its solvency may not be 
sufficient, and, in fact, if self-sufficiency of the FHA insurance system 
is desired, a rise in the insurance premium will be necessary. 

The adequacy of the FHA’s resources to meet the losses for which 
provision is made depends, as we have said, upon the required reserves. 
In turn, the amount of the required reserves depends upon the assump- 
tions regarding the losses which will be borne. Should Congress de- 
cide that the assumptions employed presently are too stringent, then 
a new reserve calculation may be called for, based upon less drastic 
assumptions. 

Some indication of the change in the amount of the required reserve 
that takes place when the FHA assumptions are varied is to be found 
in table 122. The illustrations presented here were calculated in 1954 
and relate to one section of the mutual mortgage-insurance fund. For 
this section of the fund, required reserves based upon FHA assump- 
tions amounted to $90.9 million. When the rate of title transfer as- 
sumed by the FHA was reduced by 25 percent, the amount of the 
required reserve dropped to $39 million, a decline of 57 percent. When 
a similar reduction was made in the FHA’s assumed rate of insurance 
loss and of settlement expenses, ae reserves shrank to $57.6 mil- 
lion and $69.8 million, respectively. Table 122 also presents the results 
of calculations which assumed further declines as well as increases in 
the FHA assumptions. 
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TABLE 122.—An illustration of the effect of FHA required reserves of varying 
basic assumptions (calculation for mortgage group with term of 20 years, 
interest rate of 44% percent and mortgage rating of 60 to 100), as of Dec. 31, 
1954 


areas 
If assumption is varied regarding rate of— 


i 
Insurance | Settlement 


| Title | 

| transfer | loss | expenses 

| | 

Sa a ia capa tee ata ina peaceslatiaidach SPT reerer tye enetnrmertconenenerrie 

150.... wae esi dana 3 ‘5 -| $205, 100,000 | $160,000, 000 |_- “ 
TORS cae eanere aban : delcachaaath ite aataad Geeaatee 148, 100, 000 125, 400, 000 | $113, 300, 000 
cies 4 Edad Pnegiak aici tked ai rea mana 90, 900, 000 90, 900, 000 | 90, 900, 000 
; sins Segoe nd eect tegeedete , se tei is ah we eheaatda chs .--| 39,000,000 , 600, 000 | 69, 800, 000 
eos a ‘ edhe Seutintaneawmckensn _.| 26,000, 000 29; 000, 000 | 


Source: Ernest M. Fisher and Chester Rapkin, the Mutual Mortgage Insurance Fund, Columbia 
University Press, 1956. 


It is essential in this discussion to remember that we are discussing 
i mutual insurance system. Thus, the assumptions regarding losses 
to be incurred are reduced in their ultimate significance. If, in retro- 
spect, disbursements are less than those for which provision was made, 
the FHA distributes the difference to the participants. This means 
that, if the insurance premium was higher than was indeed proved 
necessary by actual events, the contributors to this system are refunded 
part of their payments. This procedure makes it possible to levy a 
fixed insurance premium and at the same time takes differences in 
risk into account. Thus, provision can be made for higher risks than 
might ordinarily be considered without penalizing the mortgagors in 
the event a small loss is sustained. Given a choice in the matter, how- 
ever, the mortgagor may well prefer a reduction in monthly charges 
to a lump-sum refund after his mortgage is paid in full. A reduction 
in expenses in the years when the homeowner is rearing his family 
may be more important to him than the accumulation of a sum that 
matures after his major financial obligations are met. In a growing 
family, the time preference for money, even small sums, tends to be 
high. 

RECOMMENDED—A SINGLE PREMIUM 


There is a way in which the initial monthly payments of the bor- 
rower can be reduced without altering the essence of the current actu- 
arial basis of the program. This could be accomplished by collecting 
from the mortgagee, at the time the mortgage is insured, the discounted 
amount of the premiums scheduled for the entire term of the mor tgage. 
The regulations, in turn, might permit the mortgagee to collect the 
amount of the premium from the borrower or to secure from him an 
obligation to pay the amount advanced over the whole term of the 
mortgage in equal monthly installments, just as the mortgage amount 
advance is repaid. This, in effect, is the way in which the premium 
is collected from the borrower under the present procedure, except 
that the monthly payments decline from year to year. 

Under existing legislation, the FHA Commissioner is authorized 
to “require the payment of one or more such (annual) premium charges 
at the time the mortgage is insured, at such discount rate as he may 
prescribe not in excess of the interest rate specified in the mortgage.” 

Since the amount advanced by the mortgagee for premium would 
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be amortized only over the entire term of the mortgage, FHA would 
need authorization to include any unpaid balance in calculating the 
amount of debentures to be issued upon settlement of a claim after 
foreclosure. 

A hypothetical case will illustrate the effect of the proposed change. 
In insuring a $10,000 25-year mortgage bearing interest at the current 
514, percent, FHA would collect from the mortgagee a single premium. 
If the premiums scheduled under the existing regulations were dis- 
counted, say, at 214 percent (the rate of interest earned on investments 
of the insurance fund), this single premium would amount to $603.32. 
In turn, the mortgagee would take from the borrower an obligation to 
amortize the $603.32 over the 25-year term at 514 percent interest by 
paying monthly an amount which would amortize both the principal 
amount of the mortgage ($10,000) and the single premium of $603.82. 
The borrower’s total monthly payment would be $63.62. Of this pay- 
ment, $60 would be required to amortize the principal amount of the 
mortgage, and $3.62 to amortize the single premium advanced. Thus, 
the initial monthly payment on account of mortgage-insurance pre- 
mium, which is $4.13 under current regulations, would be reduced to 
$3.62. Where the single premium is financed at the same rate of inter- 
est as the mortgage advance, the total cost to the borrower for mort- 
gage-insurance premiums is larger than the total cost of scheduled 
premiums under present procedure which require an annual premium. 
The explanation lies in the fact that the calculation of the single- 
premium equivalent of the scheduled annual premium reflects dis- 
counting at a rate equivalent to 214 percent interest, whereas the bor- 
rower pays 514 percent on the unamortized portion. 

There would be a number of advantages in applying this method of 
collecting the premium. The payment of the premium would be made 
easier for the borrower by permitting payments to be spread evenly 
over the whole term of the mortgage. The mortgagee would have 
additional funds invested at the rate of interest permitted by the regu- 
lations. FHA would benefit from receipt of funds when the risk is 
at the maximum and would be relieved from bookkeeping and collec- 
tion processes. 

If applied to the mutual mortgage insurance program, dividends to 
borrowers would continue to be large after the first 5 or 6 years of 
insurance, so long as a widespread depressed market situation is not 
encountered. Thus, borrowers would continue as in the past to pay 
only the actual costs of insurance so far as these can be accurately as- 
certained by FHA. But there probably would be some shifting of 
costs between those who prepay and cancel their insurance early in the 
life of the mortgage and those who continue to carry the insurance 
longer toward maturity of their mortgages. 

In case of cancellation of the insurance in the early years of the 
life of the mortgage, the mortgagee would be authorized to collect the 
unpaid portion of the premium advanced less the amount of partici- 
pating divtiend calculated by FHA to be due to the borrower. If the 


record of expenses and losses continues at a rate similar to that which 
has been experienced, it is estimated that these participating dividends 
would begin early in the life of the mortgage and would be equal to 
the remaining unpaid balance by midterm or earlier. In case of 
foreclosure and filing of claim by the mortgagee, in calculating the 
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amount of debentures to be issued FHA would include the unpaid 
balance of the premium advanced by the mortgagee. 

The single payment plan does not eliminate the need for a large 
reserve in the early life of the mortgage. The single premium equiv- 
alent of the present premium schedule would not provide enough funds 
to pay all operating expenses and provide for the estimates reserves 
until 4 or 5 years had passed. In order to meet these needs, it 1s 
necessary and important to preserve the resources accumulated over 
the past years and presently held for this purpose. 

The single premium of $603 was calculated on the assumption that 
the mortgage will continue in existence for the full 25-year term. The 
FHA, however, reports that mortgages in the maturity class of 23 to 
25 years have an estimated life of 10.23 years. If the single premium 
is calculated for the estimated life rather than the maximum term, 
with allowance for a gradual increase in the average life of this class 
of mortgage to 15 years, then the amount of the premium is reduced 
to less than $450. It is at approximately this period that the present 
value of the cumulative periodic payments for the single premium aid 
the annual premium is equal and that the present value of all payments 
in the event of prepayment constitutes 95 percent of the maximum. 

Applied to the other mortgage-insurance programs, the same advan- 
tages would be realized except that the mortgagors would receive no 
participating dividends. A schedule of refunds on account of unearned 
premium might be set up by FHA, however, for use in accepting appli- 
cations for cancellation of insurance prior to the maturity of the 
mortgage. 

It should be noted, however, that there are administrative problems 
involved in the adoption of such a method of collecting premiums. 
But these probably are not insurmountable. FHA could estimate 
quite closely whether the advantages of such a program would be 
outweighed by these difficulties. 

Aliso FHA probably would be able to make calculations in advance 
which would indicate the amounts and the period of time necessary to 
accumulate required reserves under existing programs or other pro- 
posed programs of mortgage insurance. It would seem advisable for 
the Congress to request the Federal Housing Administration to pre- 

are mi submit reports of such calculations when it is considering 
egislation affecting mortgage insurance. 





FHA PREMIUMS AND FUND MUTUALITY 
HARRY HELD, Vice President, The Bowery Savings Bank, New York, N. Y. 


This paper has been prepared in response to the following questions 
assigned to me: 
What are the premises upon which the premium rate of the 
Federal Housing Administration is based? ‘To what extent 
are these premises valid? Should mutuality be continued as 
a feature of any FHA insurance fund? If so, should any 
changes be made in existing law or administration ‘ 


In considering the first two questions posed, regarding the premises 
of the premium rate and the validity thereof, we must necessarily 
begin with some historical background, after which facts will be 
dev eloped on the assignment. 

The original National Housing Act of 1934 provided for the collec- 
tion of a minimum premium on ‘the insurance written by FHA “(to 
be determined in accordance with the risk involved) which in no case 
shall be less than one-half of 1 percent per annum of the original face 
value of the mortgage.” In 1935 the act was amended to authorize 
— collection of a special premium in case of prepayment of the mort- 

gage and cancellation of the insurance by the mortgagee prior to 
fates of the mortgage. This premium was fixed by rules and 
regulations at 1 percent of the original amount of the mortgage but 
not more than the aggregate amount of premiums which w ould other- 
wise be paid. In 1938 the Housing Act was again amended, setting 
forth a new basis for calculating the minimum mortgage insurance 
premium. This amendment required that the insurance premium rate 
(one-half of 1 percent per annum) should be applied to the amount of 
the principal obligation “outstanding at any time without taking into 
account delinquent payments or prepayments.” 

Since 1939 the insurance premium has been set by rules and regula- 
tions at the minimum prescribed by law, i. e., one-half of 1 percent per 
annum on the outstanding balance of each mortgage. 

The origin of the minimum one-half of 1 percent per annum pre- 
mium for mortgage insurance in all probability can be traced back to 
the operations of private mortgage guaranty companies which flour- 
ished in the 1920’s. Under these operations guaranty certificates were 
issued to banks and the public on the basis of a guaranteeed rate of 
return on a specific mortgage (or a group of mortgages), which was 
set at one-half of 1 percent below the contract rate of such mortgage 
or mortgages. While the concept of mortgage insurance was not a 
new one, many features of the FHA plan were new. The initiation 
and support of the plan by the Government providing initial funds, 
the Treasury guaranty of the principal and interest of the debentures 


1 Except for the 90 percent $5,400 mortgages made prior to July 1, 1939, on which the 
rate was set at one-fourth of 1 percent per annum on the outstanding balance. 
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issued in payment of claims, and the creation of a mutual mortgage 
insurance system all involved new approaches to a mortgage guaranty 
objective. 

In setting up the mutual mortgage insurance system in 1934, it was 
envisioned that the system could become and remain self- -supporting. 
Up to the present time not only has this objective been realized but 
since 1944 dividends have been paid from the mutual mortgage insur- 
ance fund in the amount of $68,411,166 up to December 31, 1956, to 
539,428 mortgagors whose mortgages were paid in full. In addition, 
funds originally advanced by the Tre sasury have been returned in full 
with interest and all operating expenses, losses, and reserves for future 
losses on outstanding guar: anteed mortgages are being met out of 
insurance premiums being collected. Notwithstanding these most 
remarkable achievements, no severe test of the whole system has 
developed. 

Looking objectively at the question of the premises upon which the 
premium rate of the FHA is based and the extent of its validity, it 
would seem that it undoubtedly is necessary to collect insurance pre- 
miums beyond the actual point where real exposure terminates in order 
to maintain the solvency of the insurance fund. This philosophy, cou- 
pled with the unanimity of opinion that FHA should be a self-sus- 
taining organization, necessitates the collection of a premium adequate 
for the worst experience which can be justifiably anticipated. Inso- 
far as the mutual mortgage insurance fund is concerned, such fund 
permits FHA to adjust actual premium charges by the issuance of 
participation shares to mortgagors from the fund in the light of the 
mortgage experience which develops for particular classes of insur- 
ance contracts over a period of years. For the special-purpose pro- 
grams not a part of the mutual mortgage insurance system, it must 
be more or less presumed that the established insurance premium will 
have at least some chance to make the special purpose program self- 
sustaining. With the exception of the servicemen’s mortgage insur- 
ance fund, the mutual mortgage insurance fund, and the ‘section 221 
housing insurance fund, the ‘FHA Commissioner has authority under 
section 219 of the National Housing Act, as amended, to transfer 
resources among the other seven funds as assistance may be required. 
This device of flexibility in the use of resources of separate funds can 
provide important financial iano to the separate funds and to a 
great degree add to the sustainability of the funds involved at present 
premium requirements. 

The matter of FHA insurance reserves was thoroughly explored in 
1953 by the Subcommittee on FHA and VA Programs of the Presi- 
dent’s Advisory Committee on Government Housing Policies and Pro- 
grams (see pp. 34-40 on mutual mortgage insurance system) and 
also by the Commission on Organization of the Executive Branch of 
the Government in 1955. The following quote from the report to 
Congress in March 1955 of the Commission on Organization of the 
Executive Branch of the Government combines in summary the find- 
ings and recommendations of both the Commission and the subeom- 
mittee of the President’s Advisory Committee on the subject: 


It seems to us that the adequacy of Federal Housing 
Administration reserves should be thoroughly explored, par- 
ticularly in view of the low minimum equities which have 
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been required in many of these loans and guaranties. The 
report of the President’s Advisory Committee on Government 
Housing Policies and Programs (December 1953) also dem- 
onstrates its anxiety in this matter as follows: “It is gen- 
erally recognized that, since the establishment of the Federal 
Housing Administration in 1934, there has been an almost 
constant rise in real property values and that in consequence 
there has, as yet, been no test of the adequacy of the loss 
reserves of the Federal Housing Administration during any 
prolonged period of declining property values.” As a conse- 
quence this Committee recommended that “an objective and 
independent long-range study of prospective foreclosure and 
loss experience of the Federal Housing Administration’s 
insurance programs should be made.” We concur with this 
suggestion.” 


Mainly as a result of the recommendation of the President’s Ad- 
visory Committee that an objective, independent long-range study be 
made of the prospective foreclosure and loss experience of the FHA 
mutual mortgage insurance program, such a study was undertaken in 
the fall of 1954 by the Institute of Urban Land Use and Housing 
Studies. The results of this study, completed in 1956, were pub- 
lished by Columbia University Press under the title “The Mutual 
Mortgage Insurance Fund—A Study of the Adequacy of Its Reserves 
and Resources” under the authorship of Dr. Ernest M. Fisher and 
Chester Rapkin. In the preface to this volume full credit is given 
to the general assistance and fine cooperation of the FHA staff in 
making available the necessary information and research material 
which made the study possible. 

Using the first 20 years of FHA operations, the Fisher-Rapkin 
study has this to say in answer to the question “Are these resources 
sufficient to enable the fund to stand on its own feet ?”: 


This major question cannot be answered with mathemati- 
cal or actuarial precision. For there is no way of calculating 
with certainty the magnitude of changes in housing markets 
and in the general economic situation that will determine (1) 
the rate at which the liabilities of the fund in outstanding 
debentures may increase, or (2) the extent to which prop- 
erties taken over when debentures are issued will be disposed 
of at prices sufficient to liquidate the debentures. 

Both the rate of debenture issue (or property acquisition ) 
and the proportion of the costs incurred in acquiring, operat- 
ing, and disposing of properties which are likely to be recov- 
ered are affected by the characteristics of outstanding current 
insured balances rather than of insured mortgages at the date 
of endorsement. The most important characteristics of out- 
standing balances in this connection are probably (1) the 
ratio of outstanding balances to original appraised value and 
to current market value of properties, (2) the original size or 
face amount of the mortgages on which outstanding balances 


2Commission on Organization of the Executive Branch of the Government, Lending 
Agencies, a Report to the Congress, March 1955, pp. 27-28. 
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are still insured, and (3) the age of the mortgage loans on 
which insurance is in force.® 


With reference to the liabilities of the fund, it was further stated 
that : 


It must be constantly borne in mind that the liabilities of 
the mutual mortgage insurance fund are not measured by in- 
sured outstanding balances. These measure only the maxi- 
mum contingent liabilities, only a portion of which ever 
mature into claims, and through the settlement of claims, 
into actual liabilities. Actual liabilities are in the form of 
debentures. 

Whenever debentures are issued as liabilities, a property is 
taken over as an asset. Since the term of debentures is some 
20 years, there is no necessity for FHA to convert these 
preety assets into cash before the debentures mature and 

me payable. In case of depression, then, FHA would 
not be obliged to meet the double peril of a high rate of fore- 
closures and low prices for acquired properties. It could 
“ride out the depression,” retaining the properties until they 
could be liquidated in an orderly market, renting them in the 
meantime. 

If such a policy were pursued, the role played by reserves 
and surplus oa be that of absorbing any operating loss 
ania during the holding period (including interest on 
debentures) and any disparities between the cost of acquisi- 
tion of properties and the price that could be obtained for 
them in an orderly market after the depression or, at least 
after the worst phase of the depression had passed. 

And during this whole period FHA would be receiving in- 
come from mortgages which have not been terminated.* 


In evaluating the validity of the premises upon which the premium 
rate is based, the next logical exploration is in the area of FHA oper- 
ations. In the 23d Annual Report of the Federal Housing Adminis- 
tration under the heading “Analysis of Reserves of Insurance Funds,” 
there is a good explanation of the underlying philosophy and actu- 
arial consideration with respect to the insurance funds under its 
jurisdiction. 

Excerpts from this report, which are pertinent to this study, are 
quoted at length in the appendix. Salient points covering method 
and theory in FHA insurance operations involve: 

1. Each of the funds is credited with fee, premium, and invest- 
ment income and is charged with administrative expenses and 
insurance losses with respect to loan and mortgage insurance con- 
tracts assigned to the fund. The earned surplus of a fund, repre- 
senting the accumulation of net income and the capital contributed 
by other FHA funds, is available to cover future contingent losses 
and related expenses. 

2. Since the incidence of an economic reversal cannot readily be 
predicted, the most conservative basis for reserve valuations for 


*Ernest M. Fisher-Chester Rapkin: The Mutual Mortgage Insurance Fund, Columbia 
University Press, 1956, pp. 146-147. 
‘ Fisher-Rapkin, p. 148. 
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such future losses and expenses is to assume that adverse economic 
conditions of approximately depression magnitude might develop 
immediately. Thus, the liabilities of FH: A's mortgage insurance 
funds are contingent liabilities because the risks which the funds 
underwrite are economic in nature and cyclical in pattern, and the 
events insured against do not occur in substantial proportions ex- 
cept under the contingency of a depression. 
A balance status for a fund exists when its earned surplus is 
equal to or greater than the estimated reserve requirements. When 
a balance status is attained, the fund has sufficient resources to 
meet such future insurance losses and-expenses as might be in- 
curred in the event that adverse economic conditions of approxi- 
mately depression magnitude were to develop immediately. 
The question of the actuarial calculations and the adequacy of the 
reserves set up by FHA out of insurance premiums was examined and 
tested in connection with the Fisher-Rapkin study. Comparison was 
made with statistical data on mortgage losses and the conclusion was 
reached that— 


On net balance, it appears that the FHA calculation is based 
upon premises that should make adequate prov ision for con- 
tingencies of major depression magnitude. 


The Division of Research and Statistics of the FHA categorically 
states that there is no basis for finality in an actuarial judgment as to 
the ability of the mutual mortgage insurance system to operate with a 
lower premium than the present schedule provides. FHA actuaries 
feel that the FHA reserve assumptions have been made on a conserva- 
tive basis and point out that conservatism is essential to the sound man- 
agement of any insurance program, particularly a program ‘which is 
subject to such wide variations of experience as might be anticipated 
for home mortgage insurance. 

Attention is also called to the fact that a part of the burden on FHA 
insurance premiums is determined by FHA initiation costs and that 
since these costs are not covered in their entirety by initiation fees, 
premium resources must be allocated to these costs. 

Although it is possible that the conservatively established premiums 
collected by FHA may actually be greater than necessary, the follow- 
ing compensating factors should be borne in mind with respect to the 
mutual mortgage Insurance system : 

1. The payment of participating dividends from the mortgage 
insurance fund participating reserve account permits FHA to ad- 
just actual premium charges to actual insurance costs for in- 
dividual mortgage transactions in the light of the mortgage ex- 
perience which develops for particular classes of insurance con- 
tracts over a period of years, and 

2. Such adjustments can and do reduce premium charges to an 
absolute minimum for the benefit of the mortgagor, while at the 
same time assuring FHA during the life of the mortgage sufficient 
resources for anticipated operating expenses and losses as well 
as a marginal excess of resources as a special protection for un- 
predictable emergency expenses. 


5 Fisher-Rapkin, p. 153. 





As 
expel 
expe! 
lendi 
clusi 
insu} 
that. 
prob 

A 
rene 
the : 


dep 
typ 
#1 
el 
far 
192 
of 
spr 
of 
sul 
FI 
tio 
ma 
FI 
ca 
in 
to 
tu 
de 
m: 
A 
Fr 
lin 





he 
.d 
aS 
aS 


STUDY OF MORTGAGE CREDIT 343 


As to possible losses, a study of prospective foreclosure and loss 
experience in the housing field could only be based upon the previous 
experience of the 1930s , modified by the changing pattern of mortgage 
lending since that period. The results undoubtedly would be incon- 
clusive from the standpoint of developing actuarial standards for an 
insurance reserve program. However, a case could probably be made 
that a real estate depression of the magnitude of the 1930’s would 
probably not occur or could be substantially controlled. 

A minority report of the House C ommittee on Banking and Cur- 

rency made prior to the passage of the National Housing Act revealed 
the following facts: 


That so long as any considerable amount of distressed 
property existed and continued to depress realty values, new 
construction could not be anticipated. 

2. There were $2114 billion in home mortgages in the 
United States and these were coming due at the rate of $2 
billion each year. 

That mortgage distress which was resulting was due not 
so much to homeowners’ unemployment as to their inability 
to refinance these short-term mortgages which were coming 
due. 


Item 3 of this report would seem to indicate that the real estate 
depression of the 1930’s would not have been so deep if the FHA 
type of long-term fully amortized mortgage had been in existence 
rior to the depression. FHA mortgages requiring no renewal and 
Sie amortized from their inception would under this assumption 
fare better than the home mortgages which were in existence prior to 
1930. Also to be borne in mind is that before the 1930’s the practice 
of having second purchase money mortgages on homes was wide- 
spread, whereas FHA has eliminated this practice. Mortgage losses 
of institutions on first mortgages of 60 to 70 percent of vaiue were 
substantial in the depression years; however, a projected study of 
FHA losses in a future depression would have to take into considera- 
tion that one of the principles of FHA is to stabilize the real-estate 
market. This would entail the retention of acquired property by 
FHA rather than selling at distress prices. This FHA could do be- 

cause of the 20-year term of its debentures, and during the period 
in which it held such property, rentals could undoubtedly be obtained 
to cover costs of operation and taxes and possibly show a small re- 
turn on investment. Also to be considered is that in the event of a 
depression, FHA could by regulation permit approved mortgagees.to 
make contract modifications for the purpose of avoiding foreclosure. 
Another pertinent factor of consideration in possible loss analysis on 
FHA mortgages in the event of a future depression is that F HA has 
limited the maximum amount of mortgages it would insure. In a 
study of mortgage investment risk it was stated that— 


Another finding with firm roots in economic and social 
conditions is the fact that large residential loans occasioned 
larger foreclosures and losses. Presumably, this reflects both 
a long- term and cyclical leveling down of family income and 
a decrease in family size, either depression bred or secular in 
nature—which, is not yet clear. 
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Commenting on this phase of risk, the author further stated : 


However, this particular risk factor could provide us with 
an excellent example of the danger of mechanically extrap- 
olating past trends without digging beneath for underlying 
conditions which may no longer apply. First, and obvi- 
ously, size of loan or price of property with which it is asso- 
ciated has different meanings at different price levels. 
Second, whereas the 1920’s may have seen overbuilding of 
higher priced homes, Government policy in recent years may 
have produced overbuilding in the lower priced brackets and 
building of homes which may prove too small for today’s in- 
creasing size of family. So tomorrow may not be like 
yesterday, but we can still learn from yesterday’s experience. 


The author also comments that— 


better experience has been obtained on owner-occupied 
homes, on new as against older construction, on loans made 
at lower loan-to-value ratios and, although the evidence is 
spotty, on loans providing for full amortization over their 
terms.*® 


All of the above-mentioned areas of degree of mortgage-invest- 
ment risk might well be explored in connection with the validity of 
the FHA insurance premium. Such exploration might well mae in 
a new actuarial concept for determining required reserves and pre- 
mium requirements. However, in the light of all the studies which 
have been made recently, and referred to in this monograph, it would 
seem that— 

1. The premises upon which the premium rate of the Federal 
Housing Administration is based are valid ones, and the adminis- 
trative and actuarial premises in connection with collection of 
such premium and the setting up of the reserve accounts are 
aii conceived. 

2. FHA experience thus far is not sufficient to warrant con- 
sideration of a change in rate because of diminished risk. 

3. While FHA reserve assumptions have been made on a con- 
servative basis, independent analysis of these reserve assump- 
tions do not indicate that they are unreasonable. 

4. Under the mutual mortgage insurance fund, adjustments by 
the issuance of participating shares from the mutual mortgage in- 
surance fund to homeowners compensate for the possibility that 
FHA may collect premiums greater than may actually be neces- 
sary. In the nonmutual insurance programs, experience would 
indicate that adequate insurance coverage of the risks involved 
would not warrant any change in premium at this time. 

5. As new mortgages with more liberal minimum downpay- 
ments and maximum terms are insured by FHA, the need for 
an adequate reserve against loss is greatly expanded. 

6. In view of the above analysis, no present change should be 
made in the FHA mortgage premium charge nor the method in 
which it is collected. 


Some Observations on Recent Studies of Investment Risk, address by Eleanor 8. Bagley, 
December 27, 1952, before American Finance Association. 
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While this summary of the validity of the FHA premium charge 
indicates no immediate change, the author would like to suggest the 
following areas of consideration of possible premium reduction on 
homeownership property under FHA section 203 : 

1. In view of the fact that the first 12 to 15 years of an FHA 
mortgage is the period of maximum exposure, studies should be 
made of the actuarial soundness of discontinuing premiums be- 
yond, say, the 18th year on a 30-year mortgage and the 15th year 
of a 25-year mortgage. 

2. As an alternative to No. 1, the FHA insurance premium 
should be eliminated when the loan has been reduced to 50 percent 
of the original FHA value. 

3. The payment of a nonrefundable 2-percent initial insurance 
charge as prepaid insurance could be considered, together with a 
proportionate reduction in the mortgage-insurance premium and 
elimination of the present 1-percent prepayment penalty. 

With reference to the first suggestion, FHA experience has indi- 
cated that the estimated life expectancy of 1- to 4-family home mort- 
gages insured under section 203 was, at the end of 1956, 8.45 years. In 
1951, the life expectancy of these loans was estimated to be 7.55 years. 
These estimates are based in part on the cumulative termination ex- 

rience observed over a 20-year period since the inauguration of this 

ome-mortgage program, and in part on a projection of this experi- 
ence to reflect the life expectancy of mortgages with maturities of 20 
years. Because of high level of demand for housing, increase in value 
of housing, and refinancing of FHA loans during this 20-year period, 
the life-expectancy figures are probably on the low side. Also, ex- 
perience with 25- and 30-year maturity loans will undoubtedly result 
im a much longer life-expectancy level. The Veterans’ Administra- 
tion, in a study of actual termination experience on veterans’ loans 
from the beginning of the program in 1944 through 1955, and an esti- 
mation of termination rates during the remaining life of each mort- 
gage maturity class, indicated an average life expectancy of about 11 
years for 20-year loans and about 14 years for 25-year loans. Limited 
experience in 30-year loan maturities precluded making any estimate 
of their life expectancy. Thus, if we take the Veterans’ Administra- 
tion experience, which has been of shorter duration and reflects more 
current experience, it is probable that, on the average, maximum ex- 
posure would be about 12 years for 20-year loans, 15 years for 25-year 
loans, and 18 years for 30-year loans. From a loss standpoint, the 
period involved in each classification would probably be somewhat 
lower; therefore, the use of life-expectancy data would tend to be on 
the conservative side. 

Regarding suggestion No. 2, it has been demonstrated amply that 
when a loan is reduced to 50 percent of its original value the possi- 
bility of loss is a negligible one. On a 30-year, 514-percent loan of 
$10,000 (original appraised value of property, $10,350), the point at 
which the loan is reduced to 50 percent of appraised value—that is, 
$5,175—would be at the end of 19 years 10 months, after which no FHA 
premium would be collected. During the 19-year, 10-month premium 
period, FHA buildup of reserve would be approximately 69.14 percent 
of the amount (plus interest at 214 percent) which would be collected 
if premiums were paid for the full 30 years. 





346 STUDY OF MORTGAGE CREDIT 


On suggestion No. 3, the payment of a nonrefundable 2-percent 
initial premium could have the effect of reducing the one-half of 1 
percent annual premium on reducing balance to an annual premium of 
three-eighths of 1 percent on the same basis without seriously jeopard- 
izing the insurance requirements as now estimated. The initial service 
charge could be reflected as part of the closing costs in the sale of the 
property, to be paid by the purchaser or absorbed in whole or in part 
by the builder. 

Of the three suggested studies, No. 3 would have the immediate 
effect of reducing insurance premiums. Suggestions Nos. 1 and 2, 
while reducing the homeowner's premium cost, would require in each 
case that present premium schedules be maintained for a period of 
years. Also, under suggestion No. 3, FHA, through the nonrefundable 
initial fee, could immediately cover initiation expense, and any balance 
of a initial fee could be put into reserve at once. 

Tables 123, 124, and 125 provide, on a comparative basis, an analysis 
of the effect of the application of suggestions 1, 2, and 3 in relation to 
premium collection under present FHA regulations. 


Proposals for single-payment FHA insurance premiums on 1 to 4- 
family dwelling loans (sec. 203) 

During the past 3 years, proposals have been set forth to convert the 
method of collecting FHA mortgage-insurance premiums on section 
203 loans from the present system of collection of such premiums 
monthly, based upon declining balances, to one which would be paid 
ina lump sum at the time the loan was closed. One proposal by House 
and Home magazine suggested a 2 percent straight premium charge 
on the face amount of the 1 mortgage, to be added to the mortgage prin- 
cipal, and elimination of prepayment charges and the mutuality sys- 
tem. Another proposal by Fisher and Rapkin advocated FHA col- 
lection at the time of endorsement of premiums equivalent to present 
premiums for all or part of the years of the insurance contract, such 
premiums to be advanced by the mortgagee at time of closing, but 
not to be added to the mortgage. Under ‘this proposal, the mor teagee’ s 
advance would be repaid by the borrower under the same payment 
schedule which is now involved in annual premium payments, and 
would provide for rebating for the benefit of the mortgagor any un- 
earned premium in the event of prepayment. The writer, in connection 
with a proposal to merge FHA and VA activities in the home-mort- 
gage field, which suggested major changes in insurance coverage, also 
suggested the possible use of a single initial premium. 

Much study have been given to these proposals, and over the years 
since 1937 I understand that the Actuarial Section in FHA has also 
considered various single-premium possibilities, and invariably con- 
cluded that the annual premium procedure is supericr. In any change 
from annual billing of premiums to a single-payment premium for 
new loans, FHA while acknowledging an administrative cost saving 
in billing procedures on the new loans, points out that while present 
insurance contracts are in force they would be required to maintain 
dual procedures in operation for premium collection, resulting in ad- 
ditional administrative expense. To change existing contracts would 
require some 2 million new agreements to effectuate the changeover. 
Also, FHA annual billing premiums provide a recurring check on the 
requirement that insured mortgages be held only by ‘insured mort- 
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gagees which would not be possible with a single-premium payment. 
Other administrative disadvantages would be involved in securing 
notification of transfer of mortgages from one approved mortgagee to 
another and securing notification of termination of contract if no 
rebate is involved. 

In the proposals submitted the required amount of a single-payment 
premium was not specified in the Fisher-Rapkin outline, and the one 
by House and Home specified a 2 percent ee mium based upon mort- 
gage Insurance premises of the Canadian Government and English 
private systems of mortgage insurance. The application of these 
systems’ premium rate would not compensate for relative differences 
between them and our FHA insurance system in the matter of gov- 
ernmental attitude toward self-sufficiency, differences in coverage 
and in real estate market conditions. 

Tables 126, 127, and 128 would indicate that an initial premium of 
5.01 percent to 7.32 percent would be required to attain the same results 
as are obtained by the collection of one-half of 1 percent per annum on 
declining balances on a 51% percent loan. The 7.32 percent initial 
premium would be required : on maximum term loans, i. e., 30 years. 

An objective analysis of the single-payment premium versus the 
payment-of-insurance premiums on an annual basis on declining 
balances would indicate that the single-premium concept requires that 
either the purchaser or the mortgagee must pay the advance premium. 
If the prospective purchaser should be required to make such payment, 
his closing costs would be increased by approximately 5 to 7 percent of 
the total amount of his FHA mortgage. This situation would have 
the effect of increasing his minimum downpayment by almost a like 
percentage. If on the other hand the mortgagee added the single- 
isurance premium to his mortgage, or advanced such premium as a 
separate loan to be paid back in ‘the same manner as the annual mort- 
gage insurance premium is collected at present, the mount of the 
mortgage (or the mortgage amount plus the additional insurance ad- 
vance) might well make his total investment greater than the FHA 
valuation of the property. Each method would prove unpopular, 
either to the purchaser or to the permanent mortgagee. If the initial 
premium were advanced by the mortgagee, the owner would be re 
quired to pay it back with interest, probably at the same rate of in- 
terest charged on the mortgage. In this case there would be relatively 
little or no saving over the present premium paying procedure. If, 
on the other hand, the purchaser paid the premium in advance, his 
monthly payments on a 30-year $10,000 loan at 514 percent would be 
reduced by about $4.15 per month the first year of the loan and con- 
stantly reducing amounts during the life of the loan. It is question- 
able if the prospectiv e purchaser would find the lower monthly pay- 
ment attractive enough for him to invest an average of 6 percent of the 
purchase money mortgage on an initial premium basis. 

As there is no inequity involved in the present premium and its 
method of payment, it would seem on balance that the present system 
is more desirable than the single-payment insurance concept. 

The latter part of my « assignment poses the questions “Should mutu- 
ality be continued as a feature of any FHA insurance fund? [If so, 
should any changes be made in existing law or administration ?” 
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Title II, section 203, of the National Housing Act established the 
FHA’s permanent residential-type insurance program which has been 
in effect since 1934. With respect to this particular paren: the 
Congress provided for a mutual mortgage insurance fund, a system of 
mutuality whereby that portion of the mort gage-insurance premium 
paid by the borrower, but not needed by F HA to conduct its opera- 
tions, would be returned to the borrower following payment in full 
of the insured mortgage. The basic objective of this legislation was 
to make the permanent home mortgage lending insurance operation 
one which would be self-sustaining and nonprofit. As pointed out 
previously, this type of operation enables FHA to collect a uniform 
premium which actuari ially provides for operating expenses and loss 
reserves in a variety of risk classifications. Existence of a system of 
dividends distributed after termination of the insurance contract per- 
mits, as pointed out previously, adjustment of net premium expense 
to the variations in risk which become apparent during actual operat- 
ing experience. The ability to make a uniform insurance charge on 
variable risks, with adjustment based upon actual operating experi- 
ence, also has the advantage of economy in administrative procedures 
which are possible only with a uniform insurance charge. Under 
this type of operation a uniform premium charge which is confidently 
expected to be ample for any emergency can justifiably be assessed, as 
any excess premium is rebated by dividend distributions. Such divi- 
dend distributions are currently at the rate of about $8 million per 
annum and while this may seem to indicate excessive uniform premium 
charges in the past, it must be borne in mind that throughout the last 
two decades relatively minor losses have been sustained on real estate 
mortgages. 

Alternative methods to the uniform premium charge adjusted by 
dividends based upon actual eae ience would fall into two categories. 
First, there could Ce evolved a classification of mortgages accor ding to 
qualitative characteristics or distinctions and an assignment of various 
premium rates in each classification based upon degree of risk. This 
method would not only prove cumbersome in operation but would also 
be very unpopular with the general public and home-building industry, 
even if formulas to measure the degree of risk could be computed 
actuarially. The second method w ould be to collect an insurance 
premium, based upon no mutuality, and make adjustments from time 
to time to avoid collection of excessive premiums or the need for call- 
ing upon the Treasury to redeem debentures. While this method 
would maintain the non iprofit and self-sustaining principles of the 
program, it also would be cumbersome, and in addition would be less 
equitable to homeowners than the present system. Thus, it would 
seem that the use of the uniform premium concept under the mutual 
mortgage insurance method is sound and should be continued. This 
method which equitably compensates mortgagors through participat- 
ing dividends for the difference between premiums paid and actual 
experience, and at the same time provides for adequate premiums to 
meet operating expenses and actuarially determined reserve require- 
ments, seems the best one to meet the test of maintaining this program 
on a self-sustaining and nonprofit basis as originally conceived. 

The two most frequently stated objections to the use of the mutual 
mortgage insurance system under FHA section 203 are, first, that if 
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mutuality were discontinued, a lower premium rate could be charged, 
thereby reducing monthly mortgage payments, and, second, that the 
mortgagor who receives the divide nds from the mutual mortgage in- 
surance fund in a substantial number of instances is not the one who 
paid the major portion of the premiums. 

With reference to the first objection, there would not seem to be any 
actuarially sound basis for assuming that the premium rate could 
be reduced, mutuality notwithstanding. As the need for premium 
income and reserves depends upon future experience and loss factors, 
which cannot be determined with any measurable degree of accuracy 
at the present time, there would seem to be no validity in the assump- 
tion that a lower premium without mutuality would continue to make 
the permanent home mortgage insurance function of FHA self- 
sustaining. 

The second objection which suggests no payment of dividends to 
mortgagors who have paid only a small portion of the premiums 
would, if put into operation, strike at the roots of the mutuality and 
nonprofit concept of the home-mortgage insurance program. This 
objection overlooks the fact that the fund in a deep depression period 
would probably not be in a position to make any dividend distribu- 
tions and attempts to place the emphasis upon the individual loan 
rather than on the collective funds. Also to be considered is that 
when an original mortgagor conveys his property to a subsequent 
owner he in effect conveys his rights to any accumulation in his re- 
serve in the mutual mortgage insurance participating reserve fund, 
and that any rights to accumulation become fully confirmed on lv 
upon the payment of the mortgage debt in full and the cancellation 
of insurance. 

An objective analysis of all the factors involved would indicate that 
the mutuality system basically is the only means by which FHA can 
in fact be operated in the best interests of the homeowners without 
profit and without loss. 

The continuance of the mutuality system under title IT, section 203, 
is basic to the soundness of this mortgage-insurance program for the 
following reasons: 

1. The homeowner is in no way penalized if actuarial consider- 
ations in setting the mortgage-insurance premium, at the time 
the loan is m: ade, prove in actual experience to be higher than 
necessary to cover operating expense and losses susts ained in his 
statistically grouped classification. 

2. FHA is enabled to maintain this program on a nonprofit and 
self- sustaining basis. 

While mutuality is favored under the basic FHA title IT, section 
203 program, it is not favored for the other programs administered 
under FHA, with the sole possible exception of the title IT, section 
213 program for cooperative housing. The reason for this single 
exception is that cooperative housing can be classified as a ee 
of homeewnership, and it would seem that the mutuality benefits 
which are derived by a homeowner under section 203 logically should 
be available also to owner-tenants under the section 213 program and 
most particularly where such cooperatives are sponsored by nonprofit 
organizations. ‘As far as the other FHA programs are concerned, 
these are special-purpose programs or pure business ventures from 
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which continuing profits are anticipated by the sponsors. In the spe- 
cial-purpose programs substantially greater risks are present than 
in the home program category and in the rental housing programs 
there is little need for a mutuality feature, as the insurance premium 
isc onsidered ar. item of operating expense in setting up these projects. 

In view of the foregoing findings, the following conclusions seem 
warranted : 

That a case could probably be developed based upon FHA experi- 
ence from 1934 to date for a lower premium charge on mortgages 
involving owner-occupied homes. On the other hand, such a reduc- 
tion in premium charge would tend to weaken FHA’s ability to meet 
a depression of any great magnitude or duration on a self-sustaining 
basis. 

Independent analysis (the Fisher-Rapkin study) has indicated that 
FHA calculation is based upon premises that should make adequate 
Pan ision for contingencies of major depression magnitude. 

Liberalization of eligibility requirements of the mortgages which 
FHA is authorized to insure, such as has taken place in the maximum 
term permissible and maximum loan-to-value ratios, will tend to place 
more strain upon reserves and resources of the system in the event 
of a situation occurring which involved widespread foreclosure and 
loss experience. This factor in and of itself would argue against a 
reduction in the premium rate. 

Successive reductions in downpayments and lengthening of mort- 
gage terms have also greatly reduced equity buildup by owners in 
their properties. W ith normal property depreciation more than off- 
setting a homeowner’s thin equity margin, substantial potential losses 
could Tapidly be generated in the portfolio during a depression period. 

The fact that FHA has had, in the last 25 years, no severe test of 
the adequacy of its resources and reserve assumptions, does not mean 
that it can use this experience as a sound basis for insurance operations. 
In a self-sustaining and nonprofit operation under a mutual mortgage 
insurance system, conservatism should be the keynote; therefore, pro- 
visions must be made to meet the worst possible eventual loss experi- 
ence. 

With rebates for the participating fund balancing off any excess in 
premiums paid to actual experience, the System can be assured of its 
ability to be self-sustaining and also fulfill its obligation on a nonprofit 
basis. 

In conclusion, it is noted that Congress has set the insurance premium 
which may be charged by FHA at not less than one-half of 1 percent 
nor more than 1 percent per annum on reducing balances. In anticipa- 
tion of the possibility that at some future date a reduction in mortgage 
insurance could be justified on an actuarial basis, it might be appro- 
priate at this time to amend the legislation so that the minimum insur- 
ance charge which could be made would be one-fourth of 1 percent of 
reducing balances instead of one-half of 1 percent per annum. It fur- 
ther might be timely to consider extending mutual mortgage insurance 
benefits to cover loans made under title _ IT, section 213, “cooperative 
housing insurance. 

This | monograph is respectfully submitted to the Housing Subcom- 
mittee of the Senate Committee on Banking and Currency for its study 
with the hope that the material presented will in some measure con- 
tribute to its deliberations on this subject. 
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APPENDIX 
ANALYSIS OF Reserves OF INSURANCE FUNDS 
(23rd Annual Report of the Federal Housing Administration) 


The following quotes from this report are limited to the partic- 
ular phase of operations within the scope of this monograph and are 


especially significant and germane to the evaluation of the subject 
involved: 


FHA operates 11 insurance funds under which the fiscal 
provisions of the several insurance programs are adminis- 
tered. Loan and insurance contracts written under these 
programs are assigned to a particular insurance fund in ac- 
cordance with statutory requirements. Each of the funds is 
credited with fee, premium, and investment income and is 
charged with administrative expenses and insurance losses 
with respect to loan and mortgage-insurance contracts as- 
signed tothe fund. The earned surplus of a fund, represent- 
ing the accumulation of net income and the capital contributed 
by other FHA funds, is available to cover future contingent 
losses and related expenses. The newer funds, those recently 
created by amendments to the National Housing Act, have 
accumulated comparatively little in earned surplus and oper- 
ate in part from capital contributed by other FHA funds in 
accordance with statutory provisions. In the other funds, 
the earned surplus is rel: utively substantial. Detailed fiscal 
information on income, expenses, losses, earned surplus, and 

‘apital contributions for each FHA fund is given in the sec- 
tion on accounts and finance. 

The adequacy of the earned surplus and capital contribu- 
tions of a fund to cover its future contingent losses and re- 
lated expenses can be established by a valuation of such future 
losses and expenses. In the practice of life-insurance organi- 
zations such valuations measure reserve liabilities, not only for 
the puropse of establishing whether a fund is solvent, but also 
for the purpose of determining how much of earned surplus 
may be available for distribution to policyholders or stock- 
holders. With mortality experience well established, ex- 
pected mortality—one of the major elements in the v: aluation 
of reserve liabilities—can be predicted reasonably well. Con- 
sequently, the reserve liabilities of life organizations can be 
determined with a fair degree of accuracy and are the ex- 
pected future liabilities. 

There is a noteworthy difference between the reserve lia- 
bilities of life or ganizations and those of FHA’s mortgage 
insurance funds. The future losses and expenses which the 
liabilities of FHA’s mortgage insurance funds measure are 
principally contingent upon a general deterioration of busi- 
ness conditions—a development which doesn’t readily lend 
itself to prediction. Since the incidence of an economic re- 

versal cannot readily be predicted, the most conservative basis 
for reserve valuations for such future losses and expenses is 
to assume that adverse economic conditions of approximately 
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depression magnitude might develop immediately. The re- 
serve valuations are designed to measure the liabilities result- 
ing from the development of such a contingency. Thus, the 
liabilities of FH A’s mortgage insurance funds are contingent 
liabilities because the risks which the funds underwrite are 
economic in nature and cyclical in pattern, and the events 
insured against do not occur in substantial proportions ex- 
cept under the contingency of a depression. In this sense, 
FHA’s reserve liabilities are not designed to measure the sol- 
vency of the funds according to its accepted meaning in the 
underwriting of conventional risks. To emphasize this dis- 
tinction, the reserve liabilities of FH A’s mortgage insurance 
funds are described as “estimated reserve requirements.” 

They are thus the amounts of earned surplus which an in- 
surance fund requires to cover the insurance losses and ad- 
ministrative expenses which a fund may incur if an economic 
reversal of approximately depression magnitude were to de- 
velop immediately. Although based on accepted actuarial 
principles, such valuations of reserve requirements for in- 
surance funds underwriting risks which are predominantly 
economic in nature are unique in insurance practice. 

Another noteworthy feature of the reserve requirements 
is that they take into account the fact that when a claim 
under mortgage insurance is paid by an insurance fund, the 
mortgage insurance fund acquires a property in exchange for 
its debent ives. As properties are sold, the proc eeds of sales 
are used to redeem the fund’s debentures. It is the expected 
future acquisitions and their expected future losses on sale, 
among other things, that are reflected in the reserve require- 
ments when they are valued with respect to the mortgage in- 
surance contracts in force. Some of the other items which 
are included in the determination of reserve requirements are 
expected future premiums, investment income, and adminis- 
trative expenses. 

Only one of the FHA’s mortgage insurance funds, the 
Mutual Mortgage Insurance Fund (the first of the funds to be 

established and the largest in terms of insurance in force) is 
authorized by statute to distribute part of its earned surplus 
to mortgagors upon the termination of mortgage insurance, 
prov ided such termination does not involve the payment of an 
insurance claim. Reserve requirements for this fund are 
used, as in life insurance practice, to determine how much of 
surplus may thus be distributed. That part of the earned sur- 
plus which is available for distribution is in the statutory 
account called the Participating Reserve Account. This ac- 
count is authorized to receive allocations from the net income 
of the fund which are made in accordance with sound 
actuarial and accounting practice. 

The Mutual Mortgage Insurance Fund, to which FHA’s 
regular home insurance contracts are assigned first attained a 
balance status with the 1954 valuation when the excess of 
earned surplus over estimated reserve requirements was a 
little over $13 million. A balance status for a fund exists 
when its earned surplus is equai to or greater than the esti- 
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mated reserve requirements. When a balance status is at- 
tained, the fund has sufficient resources to meet such future 
insurance losses and expenses as might be incurred in the 
event that adverse economic conditions of approximately de- 
pression magnitude were to develop immediately. The pro- 
gressive improvement in the reserve position of this fund is 
disclosed by the excess of almost $18 million in earned surplus 
over estimated reserve requirements in the 1955 valuation and 
almost $47 million in the 1956 valuation. 

The relatively sharp increase in this excess at end of 1956 
over 1955 was accountable by differences in the annual in- 
crease for surplus and reserve requirements. The compara- 
tively smaller increase in reserve requirements was due in 
large measure to the relatively lower volume of new insurance 
written during the calendar year 1956. Other major factors 
affecting the amount of reserve requirements are terminations 
of insurance and the aging of the insurance contracts in force. 
Reserve requirements for such contracts become progressively 
lower the longer the insurance has remained on the books of 
the fund. In this connection it may be noted that a sub- 
stantial increase in the amount of new insurance written has 
the effect of raising significantly the reserve requirements for 
the reason that reserve requirements are at their highest level 
for new insurance. One of the principal purposes served by 
the excess of surplus over reserve requirements is to protect 
the reserve position of the fund from a more rapid increase in 
the volume of new insurance than that for earned surplus. 
Another purpose served is in the allocations from the net in- 
come to the participating reserve account from which partici- 
pation payments are distributed to eligible mortgagors upon 
the termination of mortgage insurance. Such alloc ations will 
tend to increase relatively | so long as favorable economic con- 
ditions prevail thereby permitting eligible mortgagors to 


receive relatively higher termination payments from the 
account. 


Se ee ee 


TABLE 123.—Comparative analysis of 15-year premium basis (suggestion 1, p. 345) 


(a) At the end of 15 years—balance of mortgage outstanding___________ $6, 846 
(b) Amount of mortgage insurance premium, % of 1 percent, collected 
by FHA at 15 years with interest, at 21%4 percent compounded 
css ia i a $783 
(c) Percentage of $783 to total FHA would have collected on mortgage 
insurance premium, 1% of 1 percent for 30 years with interest, at 
2% percent compounded annually, $1,498.40 (percent) _-__________ 52. 25 
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TABLE 124.—Comparative analysis of effect on premiums if premiums were dis- 
continued when loan is reduced to 50 percent of original value (suggestion 2, 
p. 345) 


On property valued originally at $10,350 with a mortgage of $10,000 for 30 
years at 54 percent: 
(a) Loan is reduced in 19 years, 10 months (50 percent of value) 
eae es $5, 175. 00 


14 of 1 percent with interest at 2% percent compounded 
annually e z 
(c) Percentage of $1,036.10 to total amount FHA would have col- 
lected on mortgage insurance premium, 4 of 1 percent, for 
30 years with interest at 24%4 percent compounded annually, 
$1,498.40 (percent) 


tes esa ar a aeeear come $1, 036. 10 


69. 14 


TABLE 125.—Comparative effect on premiums based upon 2 percent initial fee 
and payment of %& of 1 percent per annum on reducing balances (suggestion 
8, p. 8345) —5™% percent, 30-year mortgage 


Mortgage 
insurance 
premium 
per $1,000 
per year 
at 23/64 of 1 


Annual 
interest 
at 246 
percent 


Cumulative 
value of 
annual pre- 
mium with 
interest at 
242 percent 


2 percent 
initial fee 
with inter- 
est at 242 
percent com- 
pounded 


Mortgage 
insurance 
premium 
per $1,000 

per year 
at 23/64 of 1 


Annual 
interest 
at 244 
percent 


Cumulative 
value of 


annual pre- 


mium with 
interest at 


2 percent 
initial fee 
with inter- 
est at 24 
percent com- 
pounded 








9Lls “rea 

percent ! annually percent ! | 2/2 percent annually 
$3.61 be : $3. 61 $1. 52 $54. 62 4 
$3.56__- $0. 09 7. 26 1. 62 68. 44 
$3.50 Shiai is 10. 94 pica sees $2.07 1.71 72 22 
cosines | 27 14. 66 ae $1.93 1.81 75. 96 
. 37 18. 41 scans 1) Rune 1.90 79. 66 
$3 . 46 22. 18 |... a $1.64 1. 99 83. 29 
$3 .55 25. 98 + $1.48 2.08 86. 85 
ee. candy . 65 29. 81 bei cates Do sieckaed 2.17 90.33 |_. 
$3 .75 33. 66 |. 5 atid $1.14__- 2. 26 93. 73 
ees eee C .&4 37.52 |... eae $0.05. .... 2.34 97. 02 
SN custhiainte . 94 41.40 |__- 5; $0.76_- 2. 43 100. 21 
$2.85 1.04 45. 29 ccaoeates $0.56. _ 2. 51 103. 28 
$2.75 . 2 49.17 in. 5 $0.33 2. 58 106. 19 4 
$2.65. 1. 23 53. 05 = $0.09_ 2.63 108. 91 $40. 93 
ar 1. 33 he ee - — -— _—— 
BR AA... cee 1.42 60.78 $68.11 40. 80 


Cumulative annual mortage insurance premium on 54% percent 30-year mortgage (2364 of 1 percent) $68. 11 


Cumulative interest on annual mortgage insurance premium, at 24¢ percent S asane cig sakanaen ee 
Initial deposit of 2 percent of principal plus 244 percent interest (compounded annually). .-.-------- 40. 93 
aa se ra na arenas Cinetnbia ain ce aa eee an nema euceaewe 2 149. 84 


1 Three-eighths of 1 percent—$0.00375: 2364 of 1 percent—$0.00361. 
2 Cumulative value of an annual premium of 44 of 1 percent on reducing balances, per $1,000 of mortgage 
principal, is also $149.84 


TABLE 126.—5% percent, 20-year mortgage 





Mortgage 
insurance 





Value of 
single pre- 


Annual 
interest at 


Cumulative 
value of 


Value of 
single pre- 


Mortgage 
insurance 


Annual 
interest at 


Cumulative 
value of 


premium 
per $1,000 


234 percent 
on prior 


annual pre- 


mium with 


mium with 
interest at 


premium 
per $1,000 


244 percent 
on prior 


annual pre- 


mium with 


mium with 
interest at 








per year year’s interest at | 244 percent per year year’s interest at | 244 percent 
balance | 244 percent balance | 244 percent 

NR hi cout aed . $4. 94 $50.15 || $2.77- $1. 28 $55. 28 $65. 82 
Si: 70... es $0. 12 9.85 51.39 || $2. 52__- 1.38 59.18 67. 43 
$4. 63___- 25 14. 73 52. 67 $2. 24_. 1. 48 62. 90 69. 11 
BD ics coccanin .3o¢ 19. 56 53. 99 $1. 93_- 1. 57 66. 40 70. 88 
ae 49 24. 34 55.37 || $1.63 1. 66 69. 69 72. 62 
SD sia 61 29.05 56.74 | $1.30 1. 74 72. 73 74. 44 
$3. 91- : 73 33. 69 58. 14 $0. 96 1. 82 75. 51 76. 2 
Wena . 84 38. 23 59.61 | $0. 59_ 1.89 77.99 78. 21 
oe 00: . 96 42. 69 61.11 || $0. 21.. 1. 97 80.17 80. 17 
MR he did ans. 1.07 47.02 62. 63 - -— 
 . ee 1.18 51. 23 64. 19 $58. 76_... 


Col. 1. $58.76 actually paid by mortgagor over life of 20-year 544 percent mortgage per $1,000 of principal. 

Col. 3. $80.17 cumulative value of the annual premiums plus interest at 244 percent compounded annually 
based on the theory premiums are paid at end of each year. 

Col. 4. $50.15 value of single premium plus interest at 214 percent compounded annually would equal col. 3. 


Mc 
ins 
pre 
per 
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$4.96 
$4.85. 


Mc 
ins 
pre 
per 

pe 


$4.97 
$4.90 
$4.82 
$4.74 
$4.65 
$4.56. 
$4.47. 
$4.37 
$4.26 
$4.16 
$4.04 
$3.92 
$3.79 
$3.65 
$3.50 
$3.35 
Col. | 
Col. é 
Col. : 
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TABLE 127.—514 percent, 25-year mortgage 








Mortgage | Annual ‘Cumulative| Value of Mortgage Annual |Cumulative| Value of 
insurance interest at | valueof | single pre- insurance interest at value of | single pre- 
premium / 2)%4 percent} annual pre-| mium with premium 214 percent | annual pre-| mium with 
per $1,000 | onprior |mium with] interest at per $1,000 on prior |mium with} interest at 
per year | year’s interest at | 24 percent per year | year’s interest at | 24 percent 
| balance | 2'% percent balance | 2!4 percent | 
$4.96- : $4.96 | 92:00: ..-<: $1. 73 $73. 66 $87. 42 
$4.85. $0. 12 9. 93 $2.68_ 1.8 78. 18 89. 60 
$4.75. weet ao 14. 93 2.46 1.9 82. 59 | 91. 84 
$4.73- .37 19. 93 $2.22 2. 06 86. 87 94.14 
$4.51 . 50 24. 94 $1.97 9,17 91, 01 96. 49 
$4.38 . 62 29. 94 $1.71 2. 28 95. Of 98. 90 
$4.25 05 34. 94 BAGEs vanoe< 2. 38 98. 81 101. 38 
$4.11- j . 39. 92 iE Di vaiied sion 2. 47 102. 42 103. 91 
$3.97 1. 44.89 90.83... - 2. 56 105. 81 | 106. 51 
$3.81 i 49. 82 $0.51_- 2.65 108. 97 09. 17 
$3.64 i i 54. 71 Wi iteenas rae 11. 9 111. 90 
PR Ataucn« et 59. 55 | 17 —~ -— = 
re 1. 49 | 64. 33 | 83. 20 || $75.73.....-- 
Peli csnnnnsss | 1.6 69. 04 85. 28 
Col.1. $75.73 actually paid by mortgagor over life of 25-year 514-percent mortgage per $1,000 of principal. 
Col. 3. $111. 90 cumulative value of the annual premiums plus interest at 2)4-percent compounded annually 


based on the theory that premiums are paid at end of each year. 
Col. 4. $61.87 value of single premium plus interest at 24-percent compounded annually which would 
equal col. 3. 


TABLE 128.—514 percent, 30-year mortgage 











Mortgage | Annual (Cumulative) Valueof {| Mortgage | Annual |Cumulative) Value of 
insurance | interest at value of single pre- insurance interest at value of | single pre- 
premium | 24 percent | annual pre-; mium with premium | 2}¢ percent | annual pre-| mium with 
per $1,000 on prior |mium with} interest at per $1,000 | onprior | mium with} interest at 
per year | year’s’ | interest at | 2)4 percent per year | year's interest at | 2)4 percent 
balance | 2% percent balance | 2'4 percent 
} | 
$4.97___- | PR OALD Pees $4. 97 $73. 22 | $2. 09 $88. 89 | $108. 70 
$4.90____- a $0. 12 | 9.99 75.05 | 2. 22 94.13 | 111. 41 
REE on se 20 | 15. 06 76. 93 | 2. 35 99. 33 | 114. 20 
Wee Senin . 38 20. 18 | 78. 85 |} 2. 48 104. 47 | 117. 05 
$4.65_- aa, . 50 25. 33 | 80, 82 2.61 109. 55 119. 98 
Peiesccccoocct . 63 30. 52 | 82. 84 2. 74 114. 55 122. 98 
DE ccmoniepeie . 76 | 35.75 | 84. 91 2. 86 119. 45 126. 06 
SeMia 25555 . 89 | 41.01 87. 04 | 2.99 124. 24 129, 21 
BASES icnwanal 1.03 46. 30 89. 21 3. 11 128. 92 ‘ 
$4.16__. cd 1.16 | 51. 62 91. 44 3. 22 133 
$4.04_._......] 1, 29 | 56.95 | 93. 73 3. 34 137. & 
ood 1. 42 62. 29 96. 07 3.45 142. 0 
$3.79__. -| 1. 56 | 67. 64 98. 47 3. 55 146. 
$3.65....- -| 1. 69 72.98 | 100. 94 3. 67 149 
$3.50_......- 1. 82 | 78. 30 103. 46 
eee 1.96 83.61 | 106.05 || $93.70....-- 


Col. 1. $93.70 actually paid by mortgagor over life of 30-year 514-percent mortgage per $1,000 of principal. 

Col. 3. $149.84 cumulative value of the annual premiums plus interest at 244 percent compounded annually 
based on the theory premiums are paid at end of each year. 

Col. 4. $73.22 value of single premium plus interest at 24 percent compounded annually which would 
equal col. 3, 











PROPOSAL FOR A CENTRAL MORTGAGE RESERVE BANK 
THOMAS P. COOGAN, President, Housing Securities, Inc., New York, N. Y. 


This memorandum is submitted in response to the following ques- 
tion: 
What new facilities, public or private, should be created to 
increase and to improve the distribution of the pool of credit 
available for new residential construction ? 


The policy of the United States on housing was clearly set forth by 
Congress in the preamble to the Housing Act of 1949. Unless steps are 
taken to implement this policy and overcome today’s difficulties, this 
excellent statement remains as empty words. To that end this paper is 
directed to the general assumption that money is the key to housing. 
It is necessary to have an adequate supply of money available for long 
terms, at reasonable rates for mortgage investment. When these condi- 
tions prevail, housing moves steadily and smoothly ahead. When 
money is not available or the rates becomes too high, housing, with its 
customary lag behind the monetary change, begins to decline. To pro- 
vide a permanent solution to this situation, the Central Mortgage Bank 
is proposed. 

he last few years have demonstrated that wide fluctuations in the 
money market make a situation in which a sound housing economy is 
not possible. While the use of monetary controls in such a vigorous 
manner is new, all indications are that it is going to continue and in- 
stead of being an unusual situation, it must be accepted as customary. 
Therefore, in addition to the need for tapping new sources of funds for 
housing finance, means must be provided for some form of insulation 
to protect and maintain a reasonable supply of mortgage money avail- 
able at reasonable rates in spite of the need of monetary controls for 
other purposes. 

To complicate matters, there is not only the Federal Reserve Board 
with its controls, but there are all the other agencies of government 
reaching into that limited field of investors who buy mortgages. It 
started with the Wherry Act, whereby FHA was used to insure mort- 
gages on housing that had previously been financed directly by the 
Treasury. With this opening wedge and the continuing need to stay 
within a tight Federal debt limitation, the use of insured or guaranteed 
mortgages by agencies of government instead of direct appropriation 
steadily increased. Next there were the tanker or ship loan guaran- 
teed by the Maritime Commission, with interest rates and payoffs on 
more attractive basis than home mortgages. This was followed by the 
Capehart housing—a successor to the Wherry housing—with an un- 
qualified guaranty from the Defense Department in addition to FHA 
insurance for a total of $2 billion. Next came the GSA or General 
Services Administration with mortgages subordinated to Government 
leases for post offices, customhouses, and other Government uses. Now 
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mortgages are guaranteed by the CAA for mortgages to feeder airlines, 
all on an attractive basis to investors. 

All these things have invaded that relatively small field of financial 
institutions who are willing to invest in mortgages. This small field 
covers those institutions that will take the trouble to do the necessary 
servicing on a monthly amortized mortgage, with the necessity of han- 
dling payments to principal and interest each month; be willing and 
able to meet the requirements as to doing business in the various States 
in which the mortgaged properties are located; be agreeable to sub- 
mitting the State taxes or other supervisory requirements of the many 
States. In addition, the investor must inspect the properties before 
buying the loans and must make sure that real estate taxes and insur- 
ance premiums are paid and that the property is being maintained. In 
addition, we have the investor’s whimseys regarding size, number of 
rooms, basements, and garages, all of which should be unimportant in 
the purchase of insured or guaranteed loans. These are the things 
that limit the field for mortgages and make the outlook dim for hous- 
ing volume in the sixties and will nullify today’s tremendous urban 
redevelopment plans. 

The mortgage as used by FHA and VA is an excellent instrument 
for the home buyer. It makes possible the purchase of a home with 
a low downpayment and long amortization at a reasonable interest 
rate. For the investor, however, the mortgage is an outmoded instru- 
ment and the economy is long past due for a Central Mortgage Reserve 
Bank to convert these mortgages into notes and debentures attractive 
to the general investment market. As a matter of fact, the original 
Housing Act that established FHA provided for private mortgage as- 
sociations to be created for this purpose. The only one organized was 
the present FNMA and it is greatly changed from the original con- 
cept. Every European country and most South American countries 
with a housing agency operate with a central mortgage bank of one 
kind or another. There is the need, the facilities, ao the opportunity 
to set this bank up and overcome the most serious impediment to hous- 
—_ this country. 

he present FNMA has broken the ice and paved the way for a true 
Central Mortgage Reserve Bank. It is capitalized for $207 million 
and now has approximately $37 million additional stock issued. It 
has proved that it can sell notes and debentures in the open market. 
While its capital is too small for the Central Mortgage Bank, it does 
have, in its management and liquidation portfolio, $2,250 million 
worth of mortgages purchased under the old FNMA operation, 
against which some bonds and debentures are outstanding. This port- 
folio could be transferred together with its capital setup from FNMA 
to the new Central Mortgage Bank without asking additional appro- 
priations from the Treasury. This should provide a capital more 
than adequate as a base upon which to issue notes and debentures. It 
is proposed that the Central Mortgage Bank be a Government corpo- 
ration with private ownership of one class of stock as a requirement 
for doing business with the bank. However, it is the intent in this 
proposal that the Central Mortgage Bank shall remain a Government 
corporation operating without cost to the Treasury for the good of the 
housing industry, but not basically as a corporation for profit. 
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The outstanding stock of the present FNMA should be exchanged 
share for share for stock in the Central Mortgage Bank. Only ap- 
proved mortgagees or supervised lenders should be qualified to deal 
with the bank, and ownership of a minimum amount of stock should 
be a necessary requirement. No stock purchase should be involved in 
the sale of mortgages to the Central Mortgage Bank, and the entire 
cost of each transaction should be represented by the purchase price. 
It is recommended that for the initial operation ownership of $10,000 
worth of stock would be sufficient. Unlike the Federal Reserve Board 
or the home-loan bank, where stock ownership varies with the size 
of the institution because their requirements vary with their size, in 
dealing with the Central Mortgage Bank the requirements for use 
may vary inversely with their size. It is desirable to have all institu- 
tions dealing in or owning mortgages as stockholders, but the large 
life insurance companies and banks with large mortgage portfolios 
would not use the Central Mortgage Bank extensively, except its dis- 
count facility (where additional stock might be required). On the 
other hand, the small mortgagee or bank in remote areas may be in a 
position for the first time to make FHA and VA financing available 
to its community, and they are expected to be the principal users. 
This was demonstrated in the last special assistance fund—program 
No. 10, which extended to over 1,200 communities. It is therefore 
hoped to make the stock requirement nominal to secure the widest 
distribution and after experience on the use of the facility, adjust- 
ments can be made. This stock, conveying such a privilege, will have 
a value in excess of its yield and should maintain a price at or close 
to par. 

The Central Mortgage Bank should be operated by a Board of Gov- 
ernors, not less than 12, appointed by the President and representing 
the various sections of the country and also the various elements of 
the housing industry and the public, and such other officers and staff 
as is necessary to the conduct of the business. The Board shall have 
the authority to buy all FHA and VA mortgages meeting their re- 
quirements as to size, source, and age, at some price under par that 
will always permit the continuing direct purchases of these mortgages 
by investment institutions interested in mortgage investment. The 
price shall, however, be at such a level as to support the market for 
insured and guaranteed loans on new housing and be consistent with 
the long-range swings in the rate of interest on investments of com- 
petitive quality. The Board shall have the authority to set various 
prices for various mortgages both as to type and price class with pos- 
sibly some limitation on the maximum mortgage eligible for purchase. 
The Board shall be given authority to sell notes and debentures to the 
Treasury when, in its opinion and with the approval of the President 
of the United States, it is essential that an additional supply of 
money be available for support purposes during emergencies when 
debentures cannot be sold or to cushion changes that might be too 
sudden. The Board shall have authority to issue such notes and de- 
bentures for public sale on such rates and terms as is necessary to 
provide funds for mortgage purchases. The rates required for the 
sale of its bonds and debentures in the open market, plus operating 


1 These notes, debentures, and also CMB stock should be made legal investments for all 
Federal supervised institutions. 
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costs and such margin as it deems necessary for reserves and fluctua- 
tions, shall be used by the Board to establish the going rate on FHA 
and VA loans. It should be clearly established that interest rate 
changes on VA and FHA loans should only be made slowly and after 
a clearly long-range change is evident in the general market. The 
Board shall also have authority to adjust its buying price of mort- 
gages so that through the combined use of the interest rate, purchase 
price, and its advance commitment prices, the Central Mortgage Bank 
can provide a constant market free from sudden major changes. | 

The Board shall also have the right to issue firm advance commit- 
ments at such prices and for such fees as the Board may from time to 
time establish. The Board shall also have the right to lend money 
on FHA and VA loans at some price less than their established buy- 
ing price and at such interest rates and for such periods as the Board 
may establish. These loans are to be made only with full recourse and 
for periods not to exceed 1 year, preferably less. The Board may, 
under instructions from Congress or from the President, administer 
such special funds for emergency or other uses that may be required 
by the President or by the Congress for special functions that may be 
established within the field of housing, but as separate and apart from 
its general operation. 

The intent of the discretionary power fixed in the Board is to make 
possible a smooth flow of money to provide for an adequate housing 
industry. Also, not only to provide additional funds for housing in 
perids when tight monetary control is deemed necessary for the gen- 
eral economy, but also to smooth the major swings in money supply. 
It shall be the purpose of the Central Mortgage Bank to encourage 
housing in periods of recession and by control of its buying prices, 
interest rates and available commitment terms, the Board can move 
to prevent overbuilding during periods of an easy money supply. It 
is anticipated that the bonds and notes issued will have a callable fea- 
ture so that from time to time the Central Mortgage Bank can sell 
some of its portfolio to other investors as well as funding mortgages 
through bonds. 

To further stabilize the housing industry, the Central Mortgage 
Bank with its control of interest rates on insured and guaranteed 
mortgages is presumed to be given considerable authority to advise 
FHA and VA as to their operations as they affect the mortgage mar- 
ket. Through guidance on the issuance of commitments by FHA and 
certificates of reasonable value (C. R. V.’s) by VA, it is hoped that 
the Central Mortgage Bank can coordinate the operation during pe- 
riods of major money changes. Also, that such defects in valuation or 
mortgage risk that may arise can be called to the attention of the 
Insuring or guaranteeing agency so that improvements can be made in 
their field operations. This is intended to prevent the so-called sec- 
ond-guessing by one Government operation over another and make 
effective the ability of the Central Mortgage Bank to buy without fur- 
ther processing all FHA and VA loans meeting their published re- 
quirements. 

It is anticipated that by establishing a buying price at some point 
elow par regardless of the established interest rate, the private in- 
vestors will have first choice for all loans. Thus, the Central Mort- 
gage Bank, under normal conditions, is expected to buy a small por- 
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tion of the total insured and guaranteed loans. By so doing, it will, 
however, support the price and maintain a stabilized market. It will 
prevent the growing practice of investors to play the cyclic swings in 
mortgage prices. It should also facilitate establishing a firm differ- 
ential between insured and guaranteed mortgages and those without 
such protection. 

The Central Mortgage Bank would be located in Washington and 
should have such branches as is necessary for its proper operation, 
This Government corporation should be free from income tax require- 
ments on its own operations and profits after dividends to stock and 
establishment of reasonable reserves should be returned to the Treas- 
ury. As the bank expands its capital and reserves, it should make 
provision for reimbursing the Treasury for its initial investment of 
the liquidation and management portfolio and its preferred stock 
interest in the present FNMA. The legislation creating the Central 
Mortgage Bank should provide a reasonable limit of authority to sell 
its notes and debentures to the Treasury in order that it may preserve 
an orderly market. 

With the Central Mortgage Bank issuing notes and debentures at 
marketable terms, the general money market for investment will be 
available for housing. Also the vast sums accumulating in pension 
funds, trust funds, and other investments will find an investment in- 
strument tailored to their needs. Attempts to sell mortgages directly 


to these funds have met only trivial success. A few pension funds have | 
allocated token sums for mortgage investment but only as a gesture and [ 


not with real interest. 
The Central Mortgage Bank with its right to do business in every 


State, with its pooled operation making it immune to rights of re- | 
demption and other various minor problems, with the abolition of 


many investor fantasies regarding the size and price of the house, the 


materials of construction, the desirability of one State over another, 
the real value of FHA insurance or VA guaranty, and their maximum f 
terms, will be available to the home buying public. It will make mort- f 


gage funds available to all citizens, whether in large cities or smaller 
towns, whether their color is white, black, red, ur yellow, and regard- 
less of their racial origin. 
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FACILITIES FOR MORTGAGE CREDIT 
JAMES W. ROUSE, Mortgage Banker, Baltimore, Md. 


Pursuant to the committee request dated October 2, 1958, I am 
writing to reply to the following query: 


What new facilities, public or private, should be created 
to increase and to improve the distribution of the pool of 
credit available for new residential construction ? 


First, I feel compelled to point out that I am no expert on money 
and credit. Any contribution I may make to the committee will de- 
rive from my actual operations as a mortgage banker working with 
builders and home buyers to finance their properties and with insti- 
tutional investors (life insurance companies, savings banks, pension 
funds, etc.) to invest their funds in real-estate mortgages. To give 
you some picture of the background from which I write, highlights 
on our company follow: 

We represent 16 life-insurance companies and 22 savings banks. 
We participated in the organization of Investors Central Management 
Corp. through which we have sold and now service mortgages for 3 
pension fund trustees. We are now servicing $170 million in mort- 
gages for the companies we represent. This volume is divided as 
follows: 

FHA and VA residential 


FHA rental housing 
Conventional: Commercial, rental housing, residential 


Total 


Our company operates in Baltimore, Washington, D. C., and in 
smaller cities of Maryland. 

Now, to the question: There can be little doubt about the urgency 
of “increasing and improving the distribution of the pool of credit 
available for residential financing.” The problem, however, is not 
primarily one of new facilities, but of making the existing facilities 
work better. 

The target of a credit policy, as it relates to housing, should be to 
assure the maximum flow of long-term savings from all possible sources 
into housing credit. Facilities and conditions which will foster this 
result should be supported and those which block such a flow should be 
resisted. 

Housing has suffered from an unnatural diversion, away from 
housing credit, of important pools of long-term savings. For 
example: 

1. Pension funds.—Although the growth of pension funds has been 
enormous, only a very small percentage of such funds has been in- 
vested in residential mortgages. Thus a large pool of long-term sav- 
ings which historically would have been available for residential fi- 
nancing has been unavailable to the housing field. 
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There are three principal reasons for the failure of pension funds 
to invest in residential mortgages. 

(a) Pension funds, for the most part, are administered by people 
without previous experience in mortgage financing. The administra- 
tors have been drawn almost entirely “from the investment banking 
field. It is simpler to invest in stocks and bonds than in mortgages; 
less home office staff is required and when the individual funds are 
small, as most of them are at the outset, there is no pressure to reach 
out into unfamiliar investment fields. 

As the size of the individual funds has increased, in very recent 
years, there has been increasing interest in real estate credit and in 
some instances a positive desire to acquire FHA and VA loans. 

Resourceful selling by mortgage originators and *ncreased ex- 
perience with mortgages will revise the attiudes of the pension fund 
administrators. As soon as a few major funds are investing heavily 
in residential mortgages others will follow. This aspect of the prob- 
lem is largely a matter of timing, and to the extent it is the only prob- 
lem, it soon will be overcome. 

(d) A more ser ious practical problem exists among trustees admin- 
istering pension funds. Their relationship with the funds, and the 
fees they collect, does not contemplate the assumption of an admin- 
istrative workload such as is required to acquire and manage a port- 
folio of residential mortgages. New facilities have been needed to 
answer this problem. Positive interest on the part of pension fund | 
trustees and the eagerness of mortgage originators to find a way to J 
reach these funds has resulted in several important new facilities being 
developed during the past 2 years. I am sure the committee is familiar 
with the oper ations of Investors Central Management Corp.; the plan 
of Instil Corp. and other proposals to free the pension fund trustee 
of the problem of home office mortgage administration. These new 
facilities are beginning to function. Actually, many millions of 
dollars have been invested in FHA and VA loans by pension funds 
trustees over the last 2 years. If other conditions become favorable 
for investment in FHA and VA loans, the roadblock of home office 
administrative work and expense, will be broken. Several alternative 
devices are now available to pension fund administrators. 

(c) The most serious block to a substantial flow of pension funds 
into residential mortgages has been the ceiling on interest rates on 
FHA and VA loans. This has resulted in an erratic availability of 

residential mortgages at acceptable rates and has prevented the pension 
funds from dev eloping a substantial flow of money into housing credit. 

To illustrate: Investors Central Management Corp. was est: ablished 
in January 1956 by 28 mortgage bankers scattered throughout the 
country. The sole purpose of this new cor poration was to establish 
a facility which could perform, for pension fund trustees and admin- 
istrators, the home office administrative functions which are a part 
of acquiring and managing a portfolio of residential mortgages. ‘The 
formation of ICM had been preceded by nearly a year of research to 
determine the best possible technique for bringing pension funds into 
residential mortgages. Pension fund trustees worked closely with us 
during this period. Forms and contracts were developed ; accounting 
and management procedures agreed upon and a complete working 
arrangement was established by which ICM legally and responsibly 
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relieved the pension fund administrators and trustees of the great 
bulk of the administrative workload connected with residential 
mortgage investment. A management contract was executed with 
the Guaranty Trust Company of New York and the first order for 


ng FHA and VA mortgages was issued by the Guaranty Trust. 
"35 Then accumulating demands for money throughout the economy 


and particularly for industrial expansion began to compete more 
vigorously for the available money supply, bidding up the rates on 
new public issues and direct placements. But the maximum rates on 
FHA and VA loans were fixed. They were unable to move with the 
market. They could not compete with other calls for money. All 
activity with the pension funds ceased. There were no further orders 
from the Guaranty Trust at that time and extensive negotiations with 
other major pension fund trustees were put on ice for what proved 
to be a period of 8 months. 

During this time, incidentally, these same trustees were able to 
continually increase their investment in nonresidential mortgages and 
sale-leasebacks because the rates of interest on such investments simply 


In- shifted in phase with the money market. 
the By January 1958 the demand for money had slackened and rates 
in- had declined to a point at which FHA and VA loans were acceptable 
rt- once again. Negotiations with pension fund trustees were resumed 
to and ICM completed management agreements with Bankers Trust Co. 
nd and J. P. Morgan & Co., Inc. In the following 9 months ICM re- 
to ceived commitments from these trustees to purchase FHA and VA 
ng mortgages totaling approximately $25 million. The flow of pension 
lar funds into residential financing was really underway. Then in Sep- 
lan tember the money market turned again. Once more the fixed VA 
tee and FHA rates became uncompetitive in comparison with other avail- 
ew able investments and the flow of money from pension funds into resi- 
of dential mortgages has declined to a mere fraction of the flow that had 
ids been developed. 
ble 2. Individual investors.—These constituted an important source of 
lice housing credit prior to the depression. The long-term, monthly pay- 
ive ment mortgages of post depression years have been poorly adapted to 
the investment aspirations of individuals. The small monthly return 
nds of principal cannot readily be reinvested. Furthermore, FHA regu- 
on lations prevent an individual from holding an FHA mortgage. Per- 
of haps the tremendous growth of the savings and loan associations is 
lon partially accounted for by these types of funds. To the extent that 
dit. this is true, individual funds are finding their way into housing . 
hed credit. Perhaps also the FNMA debentures are reaching some of 4 
the these individuals. However, it has always seemed to me that there 
‘ish should be some simpler and more direct machinery by which deben- 
n- tures could be issued against the collateral of one or more FHA mort- 
art gages and sold to individuals and other investors who would accept 
The real estate credit but did not want the burden of administering indi- 
1 to vidual mortgage loans. There are some experimental procedures 
nto under examination in this field. It is well worth the committee’s 
| us 


attention to explore the development of effective machinery in this " 
area. | 
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3. Most insurance companies and many savings banks are unwilling 
to buy mortgages at deep discounts even if they are available. There 
is something unreal and repelling about extreme discounts. Although 
changes in the money market may cause bonds to be traded at substan- 
tial premiums or discounts, it is unorthodox, to say the least, to origi- 
nate an investment at a far from marketable interest rate and to achieve 
a competitive yield only by selling the investment at a deep discount. 
In the housing field, the discount method is particularly cumbersome. 
Borrowers, for the most part, are individual homeowners. Builders 
and mortgage originators represent tens of thousands of relatively 
small-business enterprises. It is not always clear and certain to the 
institutional investor just who is absorbing the discount. The dee 
discount is not always simply the reciprocal of fixed interest rate wit 
the borrower paying the same price for his money but paying for it 
differently. There is always the possibility that someone is getting 
hurt or does not fully understand the transaction. 

The insurance companies and savings banks are accustomed to ad- 
justing interest rates on new conventional mortgages with changes in 
the money market. As supply and demand factors in the money mar- 
ket have moved rates up and down, mortgage rates, on conventional 
loans, have shifted with the market. On some occasions individual 
companies have become “overcommitted” and have temporarily had 
no money available for investment in either bonds or ae These 
have been individual situations, however, and have always been short- 
lived. Throughout the so called “tight money” market, the volume of 
conventional mortgage commitments obtained by my company from in- 
surance companies steadily increased. Asa matter of fact, the ceiling 
on FHA and VA interest rates has had the effect of increasing the 
supply of money available for other forms of real estate financing such 
as office buildings, industrial buildings, apartment houses, retail stores, 
and shopping centers. To illustrate the free movement of interest 
rates in nonresidential financing, I am setting forth below a list of 
mortgages, the loan amounts and interest rates. It so happens that 
my company has been particularly active in financing shopping centers. 
For purposes of comparison, I have listed all the loans.of this type 
which we have made. They cover a period of more than 10 years. 
Some minor variations in rate are attributable to differences in the 
quality of loans, but for the most part, the loans conform to comparable 
underwriting standards. In our opinion, in this company, dane are 
all very sound investments. Home office expenses are much less than in 
residential financing and the correspondents servicing charge will 
average less than half of the charge on residential mortgages. The net 
yield to the investor will vary from about 314 percent to about 514 
percent over this group of loans. The important point is that the 
ability to move the interest rate with the money market has kept a 
steady flow of money available to us for this type mortgage investment 
whereas the ceiling on FHA and VA interest rates has blocked the flow 
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of insurance company and savings bank funds into residential mort- 
gages. The list follows: 


TABLE 129.—List of mortgage loans and interest rates for nonresidential 
jinancing 





Date of com- Location | Loan amount} Interest 
mitment rates 


| 
| Percent 
1944 | Arlington, Va , 740, 000 | 4 
. 31,1947 | Baltimore, Md 4400, 00 | 4 
24,1950 | Falls Church, Va 250, 000 
, 1950 | College Park, Md | , 250, 000 
3, 1952 | Dundalk, Md ‘ 700, 000 | 
Aug. 13, 1952 | Baltimore County : 350, 000 
Oct. 29, 1953 |..-- 250, 000 
Nov. 27, 1953 | Warwick, Va_-- 400, 000 
ey 7 ee FN GUE 6 ook cttic cece dt nederdiccesbioudidbatdadaeaen ai 220, 000 
I os ae ie gh einen epiemaeie apes , 000, 000 | 
Apr. 6,1954 | Canton, Ohio , 200, 000 | 
May 28, 1954 | Omaha, Nebr ‘ 2, 100, 000 
i ark pI I i ee ecnwnnaeeeagan enigma sccem memes , 050, 000 | 
Aug. 26,1954 | Baltimore, Md 425, 000 
Sept. 24,1954 | Baltimore County 5, 000, 000 | 
Mar. 3,1955 | Wilmington, N. C 575, 000 | 
Mar, 18, 1955 | Baltimore, Md 5, 000, 000 | 
he ia mcicenaaenual gate | 1, 800, 000 | 
Sept. 5,1956 | Baltimore, Md : | 500, 000 | 
Feb. 11,1957 | Rockville, Md 2, 250, 000 | 
Mar. 4,1957 | Arbutus, Md 780, 000 | 
July , 1957 | Easton, Md 726, 000 
July 18,1957 | Rockville, } , 450, 000 
Dec. 2,1957 | Glen Burnie, Md , 700, 000 
Feb. 21,1958 | Baltimore, Md : 650, 000 
Aug. 28,1958 | San Antonio, Tex 2, 850, 000 | 








If the members of the Senate committee sat “on the firing line” 


making loans to individual borrowers and dealing with institutional 
investors—there would be no doubt in your minds that the most se- 
rious block to a full flow of money into residential construction is the 
ceiling on FHA and VA interest rates; that the most important step 
which can be taken to “increase and to improve the distribution of the 
pool of credit available for new residential construction” is to lift this 
ceiling and let residential financing compete with other forms of 
credit. 

The interest rate ceiling has a multiplying effect which exaggerates 
the shortage in residential mortgage money. As the ceiling operates 
to block out of the market one source of potential funds, such as the 
pension funds, it enlarges the shortage of investment money available 
to residential financing in relationship to the demand for such funds. 
This deepens the discounts and drives other institutional investors out 
of the field. This further exaggerates the shortage of money available 
for residential mortgages; further distorts the supply and demand 
factors and further increases the discounts. Thus the interest rate 
ceiling has the reverse effect of that intended. It results in increasing 
the end cost of residential financing. One alternative, which has been 
tried before and will always fail, is to also put a ceiling on discounts. 
This simply results in shutting off the flow of funds altogether. 

_ Nearly all long-term savings are in the hands of nonprofit corpora- 
tions (mutual savings banks, life insurance companies, pension funds, 
and savings and loan associations). These savings are administered 
by trustees for their depositors, policyholders and beneficiaries. It is 
the responsibility of these trustees to invest the funds under their 
Jurisdiction in such a manner as to produce the best possible return 
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with acceptable risk. It would be irresponsible for them to invest in 
any particular form of investment at a return less than is available in 
other comparable risks. Therefore, when the interest ceiling makes 
the return on FHA and VA mortgages unacceptable in comparison 
with other investment opportunities, the management trustee has no 
choice but to withdraw from the FHA-VA market. 

In summary: 

1. New private facilities have been required to meet the special 
problems of the pension funds. Such facilities are coming into being 
as the result of the natural pressures operating in the market. Only 
time and a marketable interest rate are required to produce a strong 
flow of funds from the pension funds into residential mortgages. 

2. Some new vehicles may be desirable for attracting funds of indi- 
viduals into long-term monthly payment mortgages. A simple method 
for issuing debentures against the collateral of FHA and VA loans 
might be the answer. 

By far the most important new “facility” is not a “facility” at all 
but a new condition, that is, make the interest rate on FHA and VA 
loans freely competitive with other forms of investment. Let it move 
in the market without restriction so that abnormal blocks and distor- 
tions do not occur. 

I appreciate the opportunity to share in the committee’s delibera- 
tions and I will be glad to supply any additional information which 
the committee would consider helpful. 
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HOUSING CREDIT FOR MIDDLE-INCOME FAMILIES 


WILLIAM L. C. WHEATON, Director, Institute for Urban Studies, University 
of Pennsylvania, Philadelphia, Pa. 


This paper was prepared in response to the following question: 
What should be done to provide a source of housing credit 
adequate to meet the needs of urban families who are poten- 
tial purchasers or renters of privately owned standard 


housing but aan incomes are not high enough to permit 
their participation in existing markets for such housing ? 





WHO ARE 





THE MIDDLE-INCOME FAMILIES? 


Middle-income families are defined, for housing purposes, as con- 
sisting of those families whose incomes are too high to permit them 
to be housed in public housing projects and too low to be able to afford 
new privately built housing. The term “middle-income families’ 
may be misleading for these purposes because most American families, 
including those in the bottom third and even the top tenth of our 
income distribution, think of themselves as middle class and middle 
income. The former group, those in the bottom third of the income 
distribution, assuredly need substantial financial assistance to obtain 
decent housing. Those at the top of the income scale need none. 

Much of the confusion in legislative discussion regarding housing 
aids in recent years stems from ‘the lack of preciseness of the definition 
of thisterm. This vagueness in terms is intensified by regional differ- 
ences in income and building cost. Average family incomes are higher 
in northern areas than they are in southern regions. They are sub- 
stantially higher in metropolitan centers, North and South, than they 
are in rural nonfarm and farm areas. As a consequence, national 
statistics tend to be quite deceptive when used in housing market 
discussions. 

For housing purposes, it is essential that the incomes in each housing 
market be compared with the housing costs in that housting market. 
The economical homes being built in Los Angeles’ meropolitan area 

cannot be purchased by New York families of middle inc ome, even 
though the incomes of such families may be quite sufficient for such 
purchases. The fact is that an acceptable home can be produced in 
Los Angeles for far less than the cost of a comparable facility in New 
York City. Similarly, although quite economical homes may be pro- 
duced in small towns and villages in rural Illinois, these are not 
available to families living and working i in central Chicago. 

An illustrative comparison of family incomes and housing costs is 
presented by tables 130 and 131, which show the income distribution of 
Philadelphia families in a recent national housing inventory, and the 
comparable monthly housing costs of a new home in that housing 
market. The tables indicate that 64 percent of all Philadelphia fam- 
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ilies have incomes below the level required by prudent mortgage 
lenders to purchase these new homes. These tables are based upon 
the assumption that families will be willing to spend 20 percent of 
their income for housing. In fact, Philadelphia families and other 
families in the United States spend a nearer 15 percent of 
their income for housing. If this ratio were to be used, only 10 percent 
of Philadelphia families have incomes which would enable won to 
purchase new homes in that area. 

These general relationships appear to exist in most housing markets 
in the country. In some cities, especially in the South where con- 
struction, land, utility, and public service costs are exceptionally low 
and where incomes are above regional averages, half or slightly more 
than half of the population may have economic access to the housin 
market in fact. Unfortunately, the local studies required to establis 
the relationship systematically have never been conducted. FHA 
market analysis studies which are confidential and not published, seem 
to support the general conclusion drawn above. 


TABLE 130.—Family income distribution, Philadelphia metropolitan area, 
December 1956 














Income class Percent Percent 

SS Ae hE nasi yoni where taid dacvannbekpbiecnasncacsaeesace 12 }\ 32 
Ce aN re 20 |/ 
Neen ee ea Corl ie alae aed 17 \\ 32 
I a Dk a ER es Be ed | 15 {J 
Neen saa ara 10 | 
rE kt tt ite aadriounbihhubnbakceawue baat dataanael 8 36 
en CR 6 5 ck macackspnhueconmandeoks a ee Ee | 8 | 
Tg edge rr renee eo oe con oteen pate ermeee eee 10 Fi 

ia a ae ee ae ed ‘ 100 100 § 





Source: National Housing Inventory. 


TABLE 131.—Family income distribution and ability to purchase a home, 
Philadelphia, December 1956 


House price required 2 Normal housing 





Income group | Percent of |Maximum monthly| 
families | housing payment! payment 
Under $4,000. ._-_-- 32 | Under $66 ___- | About $6,000. None produced-- $50. 
$4,000 to $5,999_ _- 32 | $66 to $100 _....| $6,000-$10,000. None produced $50 to $75. 
$6,000 and over__-__- 36 | $100 and over-__-. $10,000 and up ?............. _....| $75 and up. 
OE seen w ss 100 


! Assuming 20 percent of income for monthly payment. 

2? With normal downpayment and financing. 

3 The lowest priced new home in the Philadelphia metropolitan area in 1956. Only 3 percent of new 
dwellings were at this price level; 20 percent were priced at $10,000-$12,000, 77 percent were priced over 
$12,000. The 1957 average price was over $15,000. Only 10 percent of Philadelphia families can afford 
these homes at the average ratio of income to housing expense (15 percent) characteristic of such families. 


Source: Institute for Urban Studies. 


Finally, it should be noted that analyses of the distribution of 
incomes of families who have purchased new homes or rented newly 
built apartments reveal that significant proportions of these home 


purchases are made by families who are required to spend substan: | 


tially more than the accepted norm of 20 percent of income for hous- 
ing expenses. A detailed analysis of the characteristics of these pur 
chases has never been done. Doubtless, many of the purchasers have 
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special characteristics. They may be retired couples with large cap- 
ital assets and low current incomes; families temporarily in a low- 
income group, but with very high future income prospects; or fam- 
ilies in the middle-income group, but with very large downpayments 
resulting from inheritances, capital gains, and the like. Since a very 
large proportion of new-home purchasers in recent years have been 
previous homeowners, it may be presumed that the housing market 
has been strongly supported in these years by capital gains of owners 
who purchased homes prior to the war and postwar inflation. Thus, 
acute and rapid inflation in earlier years could account for several 
million purchasers who are able to purchase a home at higher cost 
than their incomes would otherwise permit. The number of such 
families will be of proportionately less significance in the future, un- 
less inflation resumes the breakneck pace of the early postwar years. 

Middle-income families may include large numbers of families 
which do not consist of a husband, wife, and children. Higher in- 
come families include a significant number of families with two 
workers. Middle-income families may include unusually large por- 
tions of single persons who maintain an independent household, hus- 
band-wife families, particularly those who are newly married and 
embarking on both employment and marriage careers, aged couples, 
and the retired. Thus, meeting the housing requirements of middle- 
income families involves consideration not only of the sales of single 
detached homes, but also rental housing for the young and the aged 
and for single persons and couples. 

The relocation of hundreds of thousands of families as a result of 
programs of urban renewal, highway building, and other public works 
will generate particularly acute needs for new housing of middle- 
income families. Probably any middle-income program should give 
the first preference to relocatees. Indeed, their needs will probably 
require a considerable share of any future middle-income housing 
program. 


THE ROLE OF MIDDLE-INCOME HOUSING IN THE NATIONAL ECONOMY 


The successes and failures of the housing industry in meeting the 
needs of middle-income families are closely linked with the very wide 
fluctuations in residential construction volume, an important element 
in economic stability. Residential building booms are probably 
largely generated by a surge of home purchases on the part of mil- 
lions of families who come into the market in years of economic 
optimism. Some of these families are doubtless fortunate benefici- 
aries of momentarily favorable relationships between building costs, 
housing prices, and family incomes. Many returning GI’s who bought 
$6,000 and $7,000 homes in 1946-47, before the worst increases in 
construction cost occurred, might not have been able to buy the same 
home 3 years later when similar homes were priced at $10,000, or more. 
Other middle-income families in periods of boom may overextend 
themselves because of optimistic feelings regarding their future in- 
comes. If their hopes are realized, the purchase subsequently be- 
comes a sound one. But, as the experience of 1929-33 indicates, over- 
optimism may also be a harbinger of disaster. 
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The inability of the building industry to market homes to a ma- 
jority of American families is also responsible for the continuing 
shortages of housing which require that old substandard units be 
kept in use. Substandard and obsolete homes cannot be retired from 
use and indeed do not depreciate in value because over any period of 
10 or 20 years, the volume of new residential construction is too low 
to force them off the market. Asa result, the whole process of filtra- 
tion, which works effectively in automobile markets, almost wholly 
fails to operate in the housing market. Indeed, over the last 20 years 
there has been more upward filtration than downward filtration. 
Few homes have depreciated in value and most, even of the worst 
condition and location, have appreciated value. 

A major issue facing the housing economy, therefore, is the extent 
to which filtration can be induced by positive credit policy. If the 
home-building industry can be enabled to serve an additional 25 per- 
cent of the population, it could presumably produce an additional 
200,000 to 500,000 new homes per year. This additional residential 
construction would slowly force older homes to depreciate in value, 
thus making them available to families in the low-middle-and low- 
income groups, or force their retirement from the market. The hous- 
ing market might then serve a larger proportion of the total popula- 
tion, providing them with adequate homes in contrast to the present 
situation in which at least one-fourth of the population is forced to 
live in substandard or obsolete homes. 

Such a policy of induced filtration would also make it possible for 
urban renewal programs to operate in many areas profitably, where 
they cannot so operate today. Induced filtration by driving down 
the prices of old structures would bring them to price levels which 
might render their purchase and rehabilitation profitable. Under 
present circumstances, the high prices demanded and obtained for 
old homes makes rehabilitation economically profitable only for a 
luxury or upper-income market. Finally, induced filtration is es- 
sential to create the vacancies needed in the housing supply to permit 
the quick and humane relocation of families dineinosd by urban re- 
newal and other programs. As long as vacancy rates remain exceed- 
ingly low, particularly among good older homes, the scope of renewal 
efforts will be restricted by relocation problems. 


ALTERNATIVE MEANS FOR EXPANDING THE HOUSING MARKET 


Any attempt to expand the housing market to serve middle-income 
families must draw upon several alternative means of reducing the 
cost of new housing. These include reductions in local taxes and 
reductions in cost of financing. Some of these areas for cost reduc- 
tion are more accessible to public control than others. No one of 
them can bring costs within the means of all families. Indeed, maxi- 
mum use of all available means could not achieve this end. The 
capital cost of new homes is composed of three major elements: con- 
struction costs, land costs, and profits, which together produce price 
to the consumer. 
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Construction costs 


Attempts to reduce construction and land costs during periods of 
high demand serve merely to increase profits. During periods of low 
demand and intense competition, however, construction-cost and land- 
cost reductions may make possible benefits to the consumer rather than 
merely the builder. Federal credit programs do not provide any 
ready method of reducing construction costs. Indeed, Federal credit 
programs, by setting minimum construction standards above those 
prevailing in the industry, may have sometimes increased construction 
costs. Probably the strongest weapon that Federal credit programs 
have for reducing construction costs are those steps which would in- 
crease competition in the building industry, and Federal-aided re- 
search programs. Research could bring to bear on the builder’s 
yroblems the extensive knowledge now available in many research 
fhe ‘atories and not now focused on those problems. A combination 
of a substantially enlarged research program and credit aids which 
would produce a high sustained volume of new home building, would 
probably maximize construction cost reductions better than any more 
direct method. 


Land costs 


Land costs have been rising rapidly in recent years and indeed have 
shifted from as little as 10 percent of total capital cost to as much 
as 20 percent within the last 5 years. The rise in land prices may 
have been occasioned in part by speculative holding induced by the 
building boom. 

It has been unquestionably intensified by market tendencies toward 
ever larger lot sizes which now commonly require several times the 
acreage per hundred houses required even a decade ago. Finally, land 
costs are rising sharply and will continue to rise as a result of the 
utility and community service requirements of excessive lot sizes. 
Streets, sewers, schools, water and all other community facilities in- 
crease in cost as densities decline. 

A rapid acceleration in urban expressway building would doubtless 
help to abate the intense competition for choice building sites which 
now exists. The present interstate highway program is quite inade- 

uate to meet these needs. A program of twice the present total of 
State, Federal and local expressway planning will be required to 
serve the population and automobile ownership expansion of the 
next 15 years. The sooner such a program is launched, the better 
from the standpoint of land prices. 

A national campaign to examine the effects of excessively low density 
residential building, and to put a higher price on Federal aid to hous- 
ing development at such densities would contribute substantially to 
reducing land prices and land-development costs. Families who de- 
sire l-acre lots and can afford to pay for them, should surely be per- 
mitted to do so, but it is questionable whether the Federal aids should 
be available to residential developments which have such a self-defeat- 
ing character, which produce inflated prices in land and higher costs 
to local communities. 

There is an urgent need for additional public steps to make land 
available at reasonable cost for home building. The Housing Act 
of 1949 authorized Federal loans (but not Federal grants) for the 
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acquisition of open land “necessary for community development.” 
These powers have never been used, although a few projects have 
been proposed which would make large tracts of semivacant land 
available for new development at prices substantially below those 
which home builders could otherwise obtain. In other countries, 
notably Britain and the Scandinavian countries, municipal govern- 
ments have assembled large tracts of land which, after planning and 
the installation of community facilities, are sold to developers. The 
city of Milwaukee proposed such a program during the postwar years, 
but failed to obtain State legislative approval for it. The Federal 
Government should certainly give the maximum possible encourage- 
ment to States and cities desiring to embark on such suburban land 
assembly programs on an experimental basis. There is reason to be- 
lieve that during the next 15 years, when American suburbs must 
accommodate an addition 60 million persons resulting from our rapid 
yopulation growth, such programs of community land assembly will 
i essential to provide the building industry with sites for new home 
building at fair prices. 

Profits 

In times of acute housing shortage, profits in the home-building 
industry have been exceedingly large. As conditions become more 
competitive it is believed that profit margins dwindle and the less 
efficient producers drop out. Attempts to regulate profits in a com- 
petitive system are probably never very efficient and may serve as 
much to deter action as they serve to reduce costs. For these reasons, 
the Government should seek to achieve profit reduction by encouraging 
competition in many ways. 

The administrative methods for selecting developments which would 
venefit from low interest Government loans are in themselves an 
attempt to assure that the most competitive developers benefit from 
such a program. To the extent that preferential mortgage loan terms 
available to private builders can also be made available on effectively 
similar terms to cooperative and nonprofit corporations, their opera- 
tions will help to provide a yardstick and price competition for private 
developers. Although the quantity of cooperative and nonprofit hous- 
ing built may be small at any time, governments should make sure 
that loans are available to such corporations on preferential terms at 
all times. If they prove to be somewhat less efficient than private 
developers, the public will nevertheless be served by the existence of 
cooperative developments. If cooperatives prove to be as efficient 
as other private developers and pass on savings otherwise retained 
as profits to consumers, their competitive pressure will help to prevent 
egregious profiteering. 

Operating costs 


Operating costs are almost as large an element in the total cost of 
housing as capital costs. They include the cost of heat, water, light, 
insurance, maintenance, and repair and replacement. Some of these 
costs are directly affected by the quality of construction. Higher 
construction quality tends to reduce operating and maintenance costs. 
The major variable of these costs, however, is the degree of responsi- 
bility assumed by the occupant. In rental housing, the occupant is 
presumed to be less careful in his use of the structure, and therefore 
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occasions more frequent redecoration or repair. Where homes are 
owned individually or cooperatively, it is presumed that the occupant 
exercises greater care in the use of property belonging to him. 

The operator of rental housing almost invariably must pay high 
wages and certain overhead costs for maintenance and repair work. 
The owner of an individual or cooperative home usually does it him- 
self at no wage cost. As a consequence, the replacement of a broken 
window which will cost an apartment housing operator $2 or $3, will 
usually cost a homeowner only his time plus 30 or 40 cents for ma- 
terial. For these reasons, it is widely believed that despite certain 
inefficiencies, the operating costs of individually or cooperatively 
owned homes will be far lower than those on rented accommodations. 
In testimony, in 1950, on S. 2246 the Housing Administrator indicated 
that the savings might amount to 10 percent or more of the total 
monthly housing costs. 

These observations strongly suggest that it would be advantageous 
where possible, to seek to provide housing for middle-income families 
ented programs of home ownership and cooperative housing, recog- 
nizing that many types of middle-income families must be served by 
rental housing if even at higher costs. 


Property and other taxes 


Taxes are widely varying components in housing cost. Local prop- 
erty taxes may be as low as 10 percent or as high as 30 percent of total 
monthly costs. Rates of 20 to 25 percent seem common and situa- 
tions in the lower end of the scale are indicative either of very low 
levels of local government services or of situations (common in new 
residential development) where municipal costs may be expected to 
mount rapidly. Often, new residential developments in suburban 
areas are sold on the basis of artificially low-tax rates which do not 
support schools and other municipal services required by such develop- 
ments. In these suburbs, it is not uncommon to find local tax rates 
doubling or quadrupling over a period of 10 years following develop- 
ment. 

_A Federal housing policy which would jeopardize the local provi- 
sion of municipal services for housing would be self-defeating. Such 
services are essential for housing and they are largely dependent upon 
the property tax. On the other hand, it should be recognized that 
many local communities grant tax exemption or abatements for many 
forms of housing where the need served is locally regarded as particu- 
larly urgent. Almost all communities thus grant tax abatements 
for low-income public housing. Many communities, in addition, 
give tax abatements to middle and even upper income housing in re- 
development areas. In the latter case, the economic need for such 
tax concession must be questioned. 

There is a growing recognition that the property tax is no longer 
a very good measure of wealth, and is proportionally declining as a 
tax source in our industrial economy. The dependence of local gov- 
ernments upon the property tax is a major cause of the inability of 
local governments to meet urgent needs for schools, highways, health, 
and other essential local services. To the extent that State govern- 
ments and the Federal Government with their broader powers of 
taxation can assume responsibility for financing three major services— 
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education, highways, and welfare—local governments may be able to 
provide the host of less important and Tess expensive services ade- 
quately from property tax revenues. Thus, Federal and State pro- 
grams of aid to these three objectives of local expenditures should be 
encouraged as means of reducing housing costs and widening the 
market for middle-income housing. Traditional canons of public 
finance support the view that these services should be financed from 
tax revenues derived from other than property taxes. 

Because of the existence of heavy discrimination in favor of home 
ownership written into Federal income-tax law, the nonproperty tax 
burdens of individually owned homes and cooperatively owned homes 
are far less than those on rental housing. So long as this condition 
persists, owner occupancy will have income-tax advantages over other 
forms of tenure. ‘These advantages are of relatively limited benefit 
to middle-income families who widely use standard, rather than item- 
ized, income-tax deductions. Nevertheless, some families in middle- 
income classes may find it advantageous to itemize deductions and 
thus take advantage of the preferential treatment given by Federal 
income tax to homeowners. 


Financing costs 


Financing costs are the second largest and sometimes the largest 
single component in housing costs. Table 132 reveals the total 
financing costs over various ‘amortization periods. The table indi- 
cates that the cost of interest on ultra- long-term amortized mortgages 

may often exceed the cost of the house. Where families purchase 
homes on amortized mortgages of more than 30 years’ term, they will 
usually be paying $20,000 or more for a $10,000 house. The exten- 
sion of amortized per iods is popular because it reduces monthly costs 
even though it increases total costs over the long run. 


TABLE 132.—Total payments per thousand dollars over life of loan for various 
interest rates and amortization periods 


Interest rates 30 years 40 years 





| | 

| 10 years | 20 years | 
OE IO TAS ONTTTY ELE | $1,333.20 | $1,720.80 | $2, 160. 00 $2, 640.00 
© al i a | 1,273.20 | 1,584.00 | 1,933. 20 2, 313.60 
| Se Fe re a ee ae 1, 214. 40 | 1, 454. 40 | 1, 717. 20 2, 006. 40 
as 1 ©20| 1,332.00} —«-1, 519. 20 1, 718. 40 
ME nists etnias ccucntvacssnncengaanoe 1, 104. 00 1, 214. 40 | 1, 332. 00 1, 454. 40) 
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The Federal policy has been directed largely toward the reduction 
of downpayment requirements and monthly costs simply because 
these are cost items most amenable to Federal influence. In facing 
the problems of widening the market for middle-income families, this 
continues to be the case, and further use of these powers is a major 
means available to meet the needs of relocated families and others 
in the middle-income group now unable to purchase or rent new 
homes. As will be suggested later, any such program must be sup- 
plemented with other cost-reducing measures if it is to succeed. 

Table 133 shows the effect upon total monthly housing expenses 
of various amortization periods and interest rates with varying down- 
payments. The table utilizes construction and operating costs in 
typical low-cost, middle-cost, and high-cost cities to illustrate the 
total monthly costs facing prospective purchasers in these different 
types of areas. The table is based upon interest rates which pre- 
vailed during the recent building boom. Currently higher rates 
would of course produce somewhat higher costs. 

The table reveals that monthly costs for a $10,000 house range from 
$99 to $77 a month under various terms now authorized, depending 
on downpayment. It also reveals that these costs might be reduced 
to a range of from $72 a month to $56 a month by changes in the 
interest rate below the market rates and running as low as 1 percent. 
In average-cost areas, the comparable costs are $68 to $48 per month 
and in low-cost areas from $56 to $39 a month. Table 134 shows the 
income groups which would be served by the same financing plans. 
It reveals that the presently authorized interest rates and amortiza- 
tion periods serve only families in the upper income groups, and that 
progressive reductions in interest rate for the longest economically 
feasible amortization period would bring monthly housing costs well 
within the reach of families of median income. In some cases the 
most favorable terms would enable families at the top of the lowest 
income third of the population to purchase new homes. 
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TABLE 133.—Estimated total monthly housing expense under various financing 


terms 
IN TYPICAL NORTHERN CITIES WITH HIGH COSTS 





Total monthly housing expense under— 








Typical 1956 Federal 
financing aids 


FHA FHA FNMA 








Sales price and downpayment 








Financing terms required for 
middle-income families 




















44o+l¢ | 44¢+%¢ | 44+ 34 2% 1% 1 percent 
| percent percent percent | percent percent percent 40-year 
20-year 30-year 40-year | 40-year | 40-year 40-year 
| 1 Aree 3) | @) (5) (6) (7) 
oa eee ee eee i . E Y ! a 
$10,000 3-bedroom home: | 
No downpayment-__.__..... $99 $87 | $82 | $72 $67 | $61 $59 
5 percent down_--_- shale 96 85 | 79 | 70 65 | 60 | 58 
_ 10 percent down...........- 93 82 77 | 68 63 | 59 | 56 
$9,000 2-bedroom home: | 
No downpayment..._..-..- 90 79 | 7 65 61 | 57 54 
5 percent down............- 7 | 76 | 72 64 60 55 | 53 
10 percent down.._.....---- 84 74 69 | 62 58 | 54 | 52 
IN AVERAGE-COST AREAS 
$10,000 3-bedroom home: | 
No downpayment.-...----- $95 $83 $78 $68 $63 $57 $55 
5 percent down............. | 92 81 75 66 61 56 54 
10 percent down..-.-......- 89 78 73 64 59 55 52 
$9,000 2-bedroom home: | 
No downpayment-_...-.---- 86 | 75 70 61 57 53 50 
5 percent down_..-.----- as8l 83 72 68 | 60 56 | 51 49 
10 percent down.--...---...| 80 70 | 65 58 54 50 | 48 
IN LOW-COST AREAS 
| | 
$8,090 3-bedroom home: | | 
No downpayment_-__...-- 78 $68 | $64 $56 | $51 | $47 $45 
5 percent down............- 75 | 66 | 62 54 | 50 46 44 
10 percent down_-.....-..---- 73 64 | 60 53 | 49 | 45 | 43 
$7,000 2-bedroom bome: | | | 
No downpayment-_.......-- 69 | 61 | 57 | 50 | 46 | 43 4) 
5 percent down.-......------ 67 | 59 55 | 49 | 45 42 | 40 
10 percent down....-.------ 65 57 54 | 48 | 44 | 41 | 39 
NOTES 


Cost estimates: All cost data are FHA estimates for new homes built under sec. 203 and insured in 1952. 
Operating expenses, taxes, and insurance are as follows for the several price classes: $10,000-$18.80, $9.20, 
Cf. HHFA, 6th 
Annual! Report, p. 280, table 27. In all cases costs used are for value class below price shown to allow for 


$1.50; $9,000—$17.93, $8.43, $1.24; $8,000—$16.75, $7.10, $1.15; $7,000—$15.77, $6.41, $1.02. 


difference between FHA value and market price. 


Northern cities: FHA cost data are national averages. They therefore understate heat and utility costs 
in northern cities. $4 have been added to FHA estimates to cover this difference in northern cities. 


Average cost areas: FHA cost data. 


Low cost areas: FHA cost data for $8,000 and $7,000 homes probably represent cases occurring almost 
exclusively in southern areas and in smaller towns in such areas. Available data do not reveal major cities 


in which $7,000 homes are currently being marketed in significant quantities. 
Single homes: All data are for single homes sold for owner-occupancy. 


Rental housing: Structures of similar floor area built for rent in typical rental housing projects would prob- 
ably rent for $4 to $8 per month more than the figures shown. This cost difference would arise from higher 


maintenance materials, fuel, and utilities. 
Financing terms: _ 5 : , 
(1) Conventional FHA-insured, 20-year loan. The insurance charge is approximate. 


(2) FHA-insured 30-year mortgage at 414 percent plus insurance as proposed in pending legislation. 
(3) FNMA-made, FH A-insured 40-year loan at 44 percent plus insurance. This rate is below current 


rates on sec. 220-221 loans. 
(4) A 344-percent 40-year level payment loan. 
(5) A 244-percent 40-year level payment loan. 
(6) A 142-percent 40-year level payment loan. 
(7) A 1-percent 40-year level payment loan. 


Other alternative financing arrangements have been considered 
from time to time. One proposal would eliminate the amortization 
of the mortgage or spread amortization periods over 100 years. In 
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view of the rapidly changing character of American cities historically 
and in the foreseeable future, such a policy would be exceedingly risky 
and would defer recognition of the public costs involved for many 
years. A second plan, used in some European countries, provides a 
very low interest rate public second mortgage loan for half of the 
amount borrowed, with a conventional private loan for the other half. 
The combination of public interest rates on half of the loan (com- 
monly 214 percent in European examples), and private interest rates 
(514 percent today) produces substantially higher monthly charges 
than those achievable with a direct public loan on the whole amount 
of the mortgage. 

There have also been proposals for second mortgages made by 
public agencies which would not carry interest or amortization charges 
until after repayment of a privately made long-term 50-percent mort- 
gage. The charges here are lower than those described above for 
wholly public mortgage loans at lower than market rates, but the costs 
to the public would also be very large and would have to be met imme- 
diately. They would also involve very large deferred risk taking. 
Thus, any systematic review of potential financial tools indicates that 
tool which would most nearly serve the needs of the middle-income 
families and which would, at the same time, minimize public costs and 
risk taking, would be a long amortization period, publicly made mort- 
gage loan, bearing an interest rate at varying levels below the market 
rate, but at or above the cost of short-term money to the Government. 


TABLE 134.—Income groups served by various financing plans’* 
IN NORTHERN CITIES 


| $10,000, 3-bedroom house $9,000, 2-bedroom house 








MNES adeseee dec $3,100 to $2,250. 


RO, BO NNN ok ond ode Slip neiwesdnce $3,350 to $3 

Tee OREO, Oe SOEs niin ono ee nade etc cacunsccape $3,500 to $3,800__.....___. $3,250 to $3,500. 

See I BD WOR noo oc one cn cence cee sees | $3,800 to $4,100. .._-.--..-- $3,500 to $3,700. 

ee I oe pclae panbigie ape pecan $4,100 to $4,600._._.______- $3,700 to $4,100. 

414 plus % percent, 40 years--._--....-------- aa UL EN | $4,108 to $4,400. 

4% plus \% percent, 30 years. _.---..------------- | $5,000 to $5,600. ...._-.-... | $4,400 to $5,000. 
| $5,000 and up. 


414 plus \ percent, 20 years. ..-.....-.--.---.--- | $5, 





IN AVERAGE COST CITIES 





| 
DE I is iss ccetviing adie uiinihceeenind | $3,100 to $3,300. ..........- | $2,850 to $3,000, 


$56 newest, Gh PORTS. <5. 326526055050 5-25. us- us $3,300 to $3,500. _....._..-- | $3,000 to $3,200, 
I I  ivndhconcacnaminsbees cadet | $3,500 to $3,800__-.-...--- $3,200 to $3,500. 
eS Ea ee eee ee oe $3,800 to $4,400._.....-_... | $3,500 to $3,900. 
4% plus percent, 40 years.........--.--------- | $4,400 to $4,700.._........- | $3,900 to $4,200 
416 plus 4 percent, 30 years. .......--.---------- $4,700 to $5,300__...-.....- | $4,200 to $4,800. 
4% plus % percent, 20 years--.-....------.------ | $5,300 and up.-....--..-..-- | $4,800 and up. 


| 


IN LOW COST CITIES 


$8,000, 3-bedroom house | $7,000, 2-bedroom house 





1 percent, 40 years..........--.--- sind sade $2,600 to $2,700___..-..--- $2,350 to $2,450, 
Leg crene, Geers. |... kn ce $2,700 to $2,900__._....._-- | $2,450 to $2,600. 
IE ht I 6 cc cacccnwednenuandbechen $2,900 to $3,200_.._......- | $2,600 to $2,900. 
ne . ccuntcmmensnbaeans $3,200 to $3,600__.__...._._| $2,900 to $3,200. 
41% plus &% percent, 40 years. _.....-...-.-------- $3,600 to $3,900. .....__..._| $3,200 to $3,400. 
414 plus % percent, 30 years......-..--.----- | $3,900 to $4,400__._....._- | $3,400 to $3,900. 
4% plus 44 percent, 20 years. ._......-----..--.- | $4,400 and up-_...------- ..| $3,900 and up. 





1 Assuming 20 percent of income for housing expense. This rate is above current market experienee. 
Source: Table 133. 
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CRITERIA FOR A MIDDLE INCOME HOUSING PROGRAM 


In the light of the preceding discussion, we might establish several 
criteria. which any middle income housing program should fulfill. 
Some of these are enumerated below. 

(1) A middle income housing program should serve families in in- 
come groups which cannot afford new private housing under present 
sales and rental market conditions. The administrative and financial 
arrangements governing such a program should provide reasonable 
certainty that the beneficiaries will not be families who can afford new 
housing under existing financial arrangements. Such safeguards 
should assure that the program will not merely reduce conventionally 
financed rental or sales housing construction. By the same token, 
these arrangements must be such as to assure that the beneficiaries in 
fact need more generous magna assistance than present aids provide. 

(2) Pr esumably, preference should be given also to families being 
relocated by renewal and other public improvement programs or to 
families who now live in substandard or overcrowded homes. 

(8) Federal credit aids extended to middle income families should 
not interfere with or supplant the existing flow of savings to private 
lending institutions and mortgage lending. A program which com- 
petes with the mortgage-lending activ ities of private lenders would 
merely substitute public credit for private credit without increasing 
the supply of housing or the number of consumers served by the mar- 
ket. Administrative and financial arrangements should be such as 
to provide reasonable certainty that Federal credit will not be sub- 
stituted for private credit. 

(4) To the extent possible, a middle income housing program should 
use existing public and private mortgage lending institutions and 
building organizations as reasonably efficient means for administering 
programs of aid to housing. Unless demonstrably necessary, addi- 
tional public agencies, either Federal or local, should not be estab- 
lished to administer such a program where existing agencies can be 
used for these purposes. 

(5) The program should produce sufficiently decisive reductions in 
the monthly cost of housing so that it brings large numbers of addi- 
tional families into the new home market and encourages substantial 
increases in residential construction. 

(6) The program should permit the construction of housing in any 
part of the metropolitan area where land is available at reasonable 
prices without regard to arbitrary municipal boundaries. In this 
sense, the program should operate as the private housing market does, 
through customary private marketing mechanisms. 

(4 7) Federal credit should not serve to reduce the incentives of the 
private building industry to achieve greater economies in financing 
merchandising housing. Federal credit should not be used as a substi- 
tute to per mit increases in the prices of housing. The program should 
be organized to create positive incentives for cost reduction and for 
building i in the moderate price classes. 

(8) Federal credit for middle income families should be directed 
toward forms of housing which minimize the operating cost compo- 
nent of monthly housing costs. 
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A PROGRAM PROPOSAL 


These criteria can be met by a federally aided middle income hous- 
ing program which provides loans at interest rates below market 
rates to families who cannot afford new housing at the present time. 
The interest rates on such loans might vary from 1 percent to as much 
as 4 percent. They could be administered and serviced through con- 
ventional mortgage-lending channels using the existing procedures of 
the Federal National Mortgage Association. In order to provide 
strong incentives for cost reduction, such loans should be applicable 
only to conventionally financed, FHA insured sales development which 
were ascertained to be the most economical being produced in any 
housing market, or to projects built by private nonprofit cooperative 
or rental housing companies. Elements of such a program are de- 
scribed below. 


Financing arrangements 


The Federal National Mortgage Association or some similar instru- 
mentality should be authorized to make mortgage loans at interest 
rates from 1 to 4 percent to families requiring such loans in order to 
obtain new sales or rental housing. Funds for such loans should be 
obtained from the Treasury at the cost of money to the Treasury. If 
a portfolio of such loans was reasonably balanced, as between loans 
bearing an interest rate of below the cost of money and loans bearing 
an interest rate of above, the net cost of such a lending program would 
be zero. Some share of the administrative cost might well be sup- 
ported by direct appropriations as is the case with the agricultural 
programs having a similar degree of public interest. 

FHA approved mortgage lenders should be authorized to make such 
loans for FNMA’s portfolio under approved quotas. Either FNMA 
or FHA could issue prior commitments to assure an equitable distribu- 
tion of such loans between different market areas. Consideration 
might be given to encouraging the use of the liquidity reserves of 
private lending institutions for low interest rate mortgage loans by 
authorizing FNMA to issue commitments to provide cash on demand 
for any such loan held by a mortgage-lending institution. If such 
commitments were recognized as the equivalent of cash, lenders might 
utilize otherwise idle funds or funds invested in short-term govern- 
ments for such mortgage loans. 

This proposal is similar to, but goes beyond, bills considered by the 
Congress in recent years. S. 2246, 1950, proposed a somewhat similar 
program with interest rates at the cost of money to the Government 
c~ one-half of 1 percent for administrative expenses and loss reserves. 

ills introduced in succeeding years have contained a similar provi- 
sion. Some have proposed that FNMA be the administering agency, 
others that a new cooperative mortgage corporation be established. 
While a program involving loans at the cost of money to the Govern- 
ment plus one-half of 1 percent would be of distinct assistance to 
middle income families, it would serve only a fraction of the families 
being relocated by renewal and not served by public housing. By 


varying interest rates in accordance with need, these families could be 
served. 
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Administration through private lenders 


If such a program is administered by private lending institutions, 
assurance would be provided that low interest rate Federal mortgage 
loans would not be granted to families who could afford conventional 
private mortgages. FHA approved mortgage lending institutions 
could be provided with instructions concerning the income levels of 
various size families eligible for Federal mortgages in each com- 
munity. They could make such mortgage loans under a prior com- 
mitment on any selected project being developed with FHA financing 
and subject to FHA inspection. The mortgage lender could review 
mortgage applications in the conventional manner to ascertain 
whether the borrower was an acceptable risk for an FHA-insured 
mortgage. If the borrower proved to be an acceptable risk with 
respect to character, stability of employment, prior credit record, and 
other criteria normally used by mortgage lenders, but could not, in 
the opinion of the bank’s credit department, afford the monthly pay- 
ments required by a conventional FHA loan the bank would be au- 
thorized to make a Federal loan at a lower interest rate. The rate 
would be ascertained in accordance with standard procedures so that 
the family would pay an interest rate which would produce a total 
monthly housing expense equal to 25 percent of gross income or 20 
percent of income after allowances for the number of dependents in- 
volved. 

Although written for a 40-year period, each loan would be callable 
or terminable with respect to its interest rate at the end of every 5 
years. At such times, the lending institution would request a credit 
report on the family which is the beneficiary of such a loan. If the 
family’s income at that time were above its original income, the inter- 
est on the loan would be raised to an appropriate level. If the in- 
come of the family was sufficient to convert the mortgage to a con- 
ventional private interest rate, the mortgage would be automatically 
transferred from the portfolio of FNMA to that of the administerin 
lender as a regular FHA-insured loan. The lender would be pai 
the usual mortgage service fee for his services. 


Advantages to builders 


A program of the type described above would be most attractive to 
private builder, since it would, in effect, provide them with an assured 
market of customers needing homes and who otherwise could not 
afford to purchase or rent new homes. To prevent easy credit bein 
used to sell homes at inflated prices, commitments for such Federa 
loans should be issued only for the most economical housing develop- 
ments in each metropolitan area. FHA field offices in each community 
normally finance one-half or more such developments and are there- 
fore in a position to ascertain which projects offer the most house for 
the money in each market area. The FHA, reviewing applications 
for commitment from builders, could select from among such appli- 
cations the houses offering the best value in the lower priced brackets 
in each of the major sections of the housing market area. Builders 
of such homes could then be offered a conditional commitment for 
Federal loans with respect to any 25-50 percent of the homes in any 
such development. 
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In view of the marketing advantages of the Federal loans, builders 
might be required to sell such homes at 2 percent less than the market 
price otherwise charged, but in no event could they charge more for 
any home financed with a Federal loan than was currently being 
charged for identical houses sold conventionally with FHA mort- 
gage insurance. Thus, the market would serve as a price-setting 
mechanism to avoid the inflationary effects of ultraliberal terms. At 
any given time, the ultraliberal terms would be available only to those 
projects which were deemed to be the most economical (for various 
sizes of homes) being produced at the time. This selection would 
not only insure that the beneficiaries did not purchase excessively 
priced or luxurious homes, but it would also offer powerful incentives 
to builders to concentrate on projects in the lowest possible price 
class, rather than upon higher homes. 

Since the program ane provide a firm market, from an additional 
income group, and with financing not requiring financial fees, builders 
should be attracted to the program. Ideally, they might expand pro- 
duction plans by the amount of the Federal loan commitment offered. 
Builders would, of course, be free to approve the credit risk of pur- 
chasers as they are in any private development. 

Selection of families 

The program of preferential mortgage credit terms such as that 
described above, would attract far more customers than could be ac- 
commodated by any foreseeable amount of public loan funds. Ob- 
viously, some device to ration such mortgage loans or to establish 
priorities for them would be necessary. Such a preference system 
could be readily administered by existing public agencies and private 
mortgage lending institutions. The number of preferential mortgage 
loans available in any community would be limited to approximately 
the number of families estimated to be displaced by urban renewal 
and other public development programs during any 1- or 2-year 
period. The existing relocation agencies in these communities, 
whether they be housing authorities or redevelopment authorities, 
would be authorized to issue certificates of priority to families being 
displaced and in need of housing. These certificates would enable 
displaced families to examine the development being built with prefer- 
ential term mortgage commitments a to apply for their purchase 
through the mortgage lending institution servicing loans on the proj- 
ect. Each such leaden could be required to give families with priority 
certificates preference for Government-aided loans as against other 
families applying in any 30- or 60-day period. In each case, of 
course, the builder and the mortgage lender would exercise their 
norma] review as to the credit of the purchaser. 

The same public agencies might also be authorized to issue a second 
preference priority to families not facing displacement but otherwise 
unsatisfactorily housed. This would include families living in 
substandard housing and families in the appropriate income groups 
who are living in overcrowded housing. Since the number of such 
families at any time would be quite large, it would be reasonable to 
expect that they would constitute a very adequate market in any metro- 
politan area. Local agencies might find it desirable to establish other 
criteria of priority in this second class which would serve to assure 
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that the most deserving families, as measured by some objective 

criterion of need, would be given second priority certificates before 
others. Local agencies s already use such criteria in determining ad- 
missibility to public housing and other forms of welfare aid. Income, 
family size, condition of present housing, continuity of employment, 
and seriousness of effort to find housing, could obviously i usable 
criteria in establishing such preferences. 

Downpayments and equity rights 

A middle-income housing program of the type described above 
should normally require a 5 percent downpayment of families purchas- 
ing homes with Government mortgage loans. In the case of displaced 
families, the local public agency issuing a priority certificate might 
be authorized to examine the assets of the fi amily. Where such fami- 
lies did not have the funds to make such a downpayment, they would 
be eligible to purchase the house on a contract basis with the payments 
credited to the downpayment until they amounted to 5 percent of the 
initial purchase price. At that time, the property might be converted 
from a land contract purchase to a conventional purchase. 

Since the families purchasing a home with this plan would be ac- 
quiring an equity made possible through ultraliberal Government 
interest rates, the plan should regulate resale provisions. Homes 
should be eligible for resale with conventional mortgage financing at 
any time. This would enable the homeowner to move when he desired 
to do so without any loss and, under favorable circumstances, with a 
small equity. The Government mortgages, however, would run with 
the family rather than with the property and would not be transferable 
to any subsequent purchaser. If the original purchaser was unable 
to sell the home with conventional financing, he could have the option 
of turning over his rights to the Government by notice to the admin- 
istering lending institution. The lender would then be authorized to 
resell the home subject to the original mortgage terms; i. e., on a Gov- 
ernment loan, to any new family 1 in the preference classes then eligible 
to purchase similar properties. To the extent that middle-income 
families move about as do other families, this would give each ad- 
ministering lending institution a small revolving pool of new and 
older homes financed with ultraliberal mortgage terms. 

The mortgage instrument should also provide incentives to families 
to accelerate their payments on the mortgage as increases in income 

ermitted. Incentives for such accelerated payment might be created 

y allowing larger monthly payments to be credited to amortization 
rather than higher interest in the first 12 months following any sub- 
stantial increase in family income. Under these circumstances, the 
family might substantially reduce the amortization period involved 
in the mortgage and acquire a home in 20 or 25 years, rather than 40 
years. T he Government would ¢ gain by having the interest raised after 
12 months to the higher level justified by the family’ s increased income, 

rather than to wait ‘until the end of a 5-year period when the mortgage 
would be subject to review and upgrading of interest rate to accord 
with the family’s new income. 
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Cooperative and rental housing 


Ownership cooperatives offer an excellent device for administering 
the type of program described above. Cooperative management 
would permit most of the economies of individual homeow nership, the 
additional economies deriving from point purchasing arrangements, 
and a ready vehicle for the administration of changes in terms such as 
those which would apply to other sales types of projects. 

Two plans are suggested which w ould permit dev elopment of rental 
housing projects offering some comparable means of using Govern- 
ment credit to make new homes available to middle-income families. 
The first of these would offer mortgage loans to rental housing proj- 
ects on terms involving no real cost to the Government and w vithout 
continuing income review. The second, involving Government sub- 
sidy of mortgage interest rates to permit the housing of families of 
substantially ‘lower incomes, would require such review. The rents ob- 

tainable under these plans are illustrated in table 135. This differ- 
entiation is necessary in any effort in which the Government seeks to 
extend preferential ‘credit terms to families needing such assistance 
through private institutions. While we accept the need for the re- 
view of income when extremely large subsidies are involved, it is gen- 
erally accepted that such income review cannot be conducted only by 
rofit-seeking agencies. Where private companies are involved, prob- 
ems of accountability and equity may come into conflict with the 
sponsor’s interests and jeopardize the objectivity of the review in- 
volved. 

The first of these plans utilizes a Government loan to about 314 
percent interest to any private nonprofit rental or cooperative corpo- 
ration. Such loans made for amortization periods of up to 40 years 
would permit the construction and operation of private nonprofit 
rental housing for families displaced by public action and those living 
in substandard housing. The rents on such housing would be estab- 
lished to yield debt service, operating expenses and reserves. Since 
the loans would be merely an extension of Government credit without 
direct subsidy, excess income would be applied to accelerated amorti- 

zation after the establishment of reasonable reserves by the nonprofit 
corporation. Such a corporation need not exercise a continuing re- 
view over the income of the families which occupy relocation housing 
of this type. Admission to such projects would be under a preference e 
system with priority first to families being displaced by renewal and 
other public programs and, second, to families livi ing in substandard 
or overcrowded housing. Where such families, at the time of admis- 
sion, could afford to pay higher rents than the established minimum 
rent schedule, they would be charged such higher rents. The rents 
charged would be established at 20 | percent of income as evidenced on 
a credit report. 

Such a program would produce a modest number of rental develop- 

ments under nonprofit, eleemosynary sponsorship and would be in- 
ential to serve displaced families. The rents obtainable would be $10 
to $15 below the rents available in new, economy type private specu- 
lative rental housing. Much of this saving would be attributable to 
reduced interest costs, but part of it would be attributable to the non- 
profit character of management and sponsorship. This reduction in 
rents would accommodate families with incomes of $500 to $800 per 
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year below these accommodated by new private rental housing. It 
would not serve the much larger number of families well down in the 
middle income group. For ‘this reason alone, the number of such 
units proposed by local groups would probably be small. 


TABLE 135.—Estimated total monthly rents in nonprofit or cooperative housing 
with 40-year mortgages, various interest rates, various ratios of unamortized, 
non-interest-bearing loans * 


IN NORTHERN CITIES WITH HIGH COSTS 


| Monthly rents and income groups served at mortgage interest of— 
Construction cost and financing 
arrangement 


3% jIncome| 2% (Income! 1% (Income) 1 per- | Income 
percent) group |percent) group (percent! group cent group 


$10,000 apartment_-____...---.....--- $72 | $4,300 $67 | $4,000 | $61 | $3, 650 $59 $3. 500 
10 percent no-interest loan__.....|........|-.------ 63 | 3,900 | 59 | 3,550 56 3, 350 
20 percent no-interest loan. -.-...|......--|-------- 60 3, 600 56 3, 350 54 3, 250 
30 percent no-interest loan_-__.-._|_...-.-- Nek catenin 57 | 3,410 53 | 3,170 51 3, 050 
40 percent no-interest loan. ___---- ca te ; 53 3, 200 50 BD hse cena sectors 

$9,000 apartment ele tcniieatc 65 | 3,900 61 | 3,650 57 | 3,400 54 3, 250 
10 percent no-interest loan__-_-_--. O8 tees ~niut 58 | 3, 500 54 | 3,250 52 3, 100 
20 percent no-interest loan. -_.....}........|-.------ 55 3, 300 52 | 3,100 50 | 3,000 
30 percent no-interest loan_-.-...|......--}.------- 52 | 3,100 | 49 | 2,950 48 | 2,900 
40 percent no-interest loan_------_|_-- aihiiaiiosan 48 | 2,900 yt MEE Rieu wtegdtuketeewid 


IN AVERAGE COST CITIES 


$10,000 apartment____-_- stucnmart $68 | $4, 100 $63 | 
59 








$3,780 | $57 | $3, 400 | $55 | $3, 300 
10 percent no-interest ‘loan_.-__-- | re | 3, 550 | 55 | 3,300 | |} 3,100 
20 percent no-interest loan_._._..|.......-|------ i 56 | 3,360 52 | 3,100 | 50 3, 000 
30 percent no-interest loan_._....|-...-.--|..----- 53 | 3,180 49 | 2,950 | 47 2, 800 

40 percent no-interest loan____.__|....---- a 49 | 2,950 46 | 275 |... R feces 
$9,000 apartment____-_-- denen 61 | 3,650 57 | 3,410 | 53 | 3.170 50 | 3,000 
10 percent no- interest loan___..__|_...._-- 7 54 | 3,250 | 50 | 3,000 | 48 | 2,870 
20 percent no-interest loan_____.- Deke A pcake 51 | 3,050 48 | 2,900 | 46 2, 750 
30 percent no-interest loan----...|-.....--|--------| 48 | 2,880 45 | 2,700 | 44 | 2, 650 
40 percent no-interest loan _---_-- ts ix ae esiae ain | 44 2, 650 | &} 290 j..-..-< Pe 

| | } | | 
IN LOW COST CITIES 

CR00e artnet |... $56 | $3,350 | $51 | $3,050 | $47 | $2,810 $45 | $2,7 
10 percent no-interest loan _--.--- OP Ac semaas 49 | 2,950 45 | 2,700 | 43; 2,560 
20 percent no-interest loan_-_--..-|_....---|_- <aneel 46} 2,750 | 43 | 2,570 | 41 2, 450 
30 percent no-interest loan-_-..-.|-....--- ae | 43 | 2,560 41 | 2,450 | 39} 2,350 
40 percent no-interest loan__----- a nee ene 40 | 2,400 Fy WN Be dec oe ely dee 
fF eee eee 50 | 3,000 | 46 | 2,750 43 | 2,570 | 41 2, 450 
10 percent no-interest loan_--_--.- | ee 44 | 2,650 41 | 2,450 | 39 2, 350 
20 percent no-interest loan___-_-_- ewer ee | 42 2,500 39 | 2,350 lee 
39 percent no-interest loan_-__---- roe |-------- 39 | 2,350 37 | 2,270 | 36 | 2,150 
40 percent no-interest loan_--.--- Sage lonaac bed 7 | 2,200 | i yp Wee lecapcns | ree 

| | 





1 Assuming 20 percent of income for rent. Further assumes nonprofit operations at approximately costs 
of owner-operation. 


Source: Table 133. 


Substantially larger credit would be necessary to accommodate 
families in the income groups immediately above the levels served by 
public housing. For these types of families a 1 percent interest rate, 
or such a loan coupled with a non-interest-bearing loan would be 
required. A 60 percent, 40-year mortgage, bearing an interest rate of 
114 percent and a 40 percent non-interest-bearing mortgage, on which 
amortization was deferred until repayment of the first mortgage had 
been completed, would reach deeply into the middle-income . housing 
market. If such a program were administered as described below, the 
mortgage might be repaid in 40 to 50 years at an interest rate com- 

parable to the lowest available to the Government on short-term 
Satesery notes. 
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The rents on such projects would have to be set at the minimum rate 
which could pay debt service on the first mortgage, plus operating 
costs and reserves. Any income above the rent schedule should be 
credited first to interest payments, until they reach the level of 314 
yercent, and then to interest on the second mortgage. The resulting 
asker would be made available with preference to families displaced 
by public action and those living in substandard housing. The in- 
comes of such families would be set initially at 20 percent of monthly 
income, but no less than the rent schedule. Income would have to be 
reviewed annually and rents adjusted to maintain a constant 20 per- 
cent ratio. After admission, families would never be subject to evic- 
tion as in the case in public housing, but would be required to pay 
higher rents as their incomes rose. All income increases would be 
reflected first in increased interest to the Government and then to 
accelerated amortization. 

Projects of this type could obviously be administered only by private 
agencies which would command the confidence and respect of the pub- 
lic. They would have to be nonprofit, of an eleemosynary character, 
perhaps governed by boards of directors selected from among elected 
community officials and trustees or officers of private community wel- 
fare agencies. This type of management would help to insure their 
nonprofit character and make more acceptable the review of family 
incomes required for continued occupancy. 

Financing terms of the type proposed would enable such private 
nonprofit rental housing corporations to accommodate families with 
incomes at about the levels at which families are evicted from public 
housing projects. Some local communities would doubtless extend tax 
exemption to such projects, thus enabling them to compete in income 
groups served with public housing. Such a program could not com- 
pete with welfare recipients of extremely low income who require 
cash subsidies, but it would considerably expand the supply of new 
low-rent housing. Because of the tendency of families’ incomes to 
rise, such projects would tend to be amortized over periods shorter 
than the original schedule would suggest and they might thereafter 


be operated as a private welfare type of housing for low-income 
families. 


ADJUSTMENTS IN OTHER GOVERNMENT HOUSING PROGRAMS 


The program outlined above involves some departure from the prin- 
ciples which have governed Federal programs. On the other hand, 
they involve no new principle not already widely used in Government 
housing and other programs. Government loans to home building 
have been used in one form or another for more than 25 years. The 
Home Owners’ Loan Corporation made direct loans to banks, to home- 
owners, and to newly formed lending institutions at rates which were 
below those existing at the time. In recent years, the Federal Govern- 
ment has loaned more than $5 billion through the Veterans’ Adminis- 
tration and the Federal National Mortgage Association to families 
having no demonstrable need for such loans. Their procedures pro- 
vided no opportunity whatsoever to ascertain whether the borrowed 
funds were being used by middle income families or families who could 
well afford conventional interest rates and mortgage terms. Thus, the 
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programs proposed involve no departure in principle, but substantial 
changes in the purpose and practice of Government lending for 
housing. 

If Government loans through the FNMA are justifiable for higher 
income families who may not “heed them, it is difficult to see why they 
may not be justified for families who do need such a loan. The mech- 
anisms proposed are attempts to illustrate that it would be possible 
to develop systems of public credit aid to private housing which would 
fill a huge gap in the housing market, permit a substantial expansion 
of new residential construction, utilize private lending and building 
institutions and thus speed both the relocation of families in renewal 
programs and the eventual solution of problems of housing shortage. 

It will doubtless be contended that the Government cannot afford 
to make the volume of loans required for such a program. On the 
other hand, it could be asked whether the Government can afford to 
make such loans as it has in recent years to families whose income 
does not not require such aid. Obviously, Federal credit aid has been 
uesd for the purpose of maintaining relatively inflexible interest rates 
on Government insured and guaranteed loans. If these interest rates 
were made more flexible, so that they could respond to changes in the 
money market, the need for Government lending under various guises 
would be considerably reduced and such lending authority could be 
used in areas where it 1s urgently needed. 

Presumably, Government lending at market rates would continue 
to be needed to serve the special needs of renewal programs. This 
distinction is recognized by Jaw in the so-called special assistance pro- 
grams of the FNMA. But special assistance programs have used only 
a fraction of the loans made by FNMA in recent years. The great 
bulk of such loans has been made to conventional suburban home build- 
ing and have been used by families who may or may not have required 
such aid. Thus, economy and fiscal conservatism would suggest that 
a middle-income housing program of the type described above be sub- 
stituted for present lending programs, until such time as general 
economic conditions might again require further expansion of Gov- 
ernment aids to maintain home building volume. 
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GOVERNMENT AIDS TO FINANCING PRIVATE 
PURCHASES OF HOUSES 


SHERMAN J. MAISEL, Professor of Business Administration, University of 
California, Berkeley, Calif. 


This paper is submitted in response to the following question: 


What should be done to provide a source of housing credit 
adequate to meet the needs of urban families who are poten- 
tial purchasers or renters of privately owned standard hous- 
ing but whose incomes are not high enough to permit their 
participation in existing markets for such housing ? 


I cannot attempt to answer this question completely in the limited 
time available, for it is obviously a restatement of the entire purpose 
of these hearings. Almost all Government credit aid is to help poten- 
tial purchasers otherwise excluded from the private market. I do, 
however, desire to call attention to two concepts which are signifi- 
cant in this search for a good housing policy. 

1. Many parts of our housing program have concentrated on par- 
ticular market techniques rather than on the basic goal of aiding peo- 
ple who need help to get better housing within their payment capa- 
bilities. A reconsideration and restatement of the actual aims of each 
part of our housing program would probably greatly increase its efli- 
ciency. In such a restatement, it would be useful to make clear 
whether or not a subsidy is involved and, if so,, whom Congress 
intended to aid. 

2. There are many successful programs based on other formulas 
than those now in use by the Federal Government. <A careful consid- 
eration of these other programs—State, local, and in foreign coun- 
tries—can furnish many insights into possible new answers to the Fed- 
eral problems. Asan example, I outline a highly interesting approach 
which should be given careful study; that of one State’s experience 
with a program based on Government purchases of houses which are 
then sold under contracts of sale to individuals. 

Parenthetically, I should make clear that I am not prejudging this 
committee's deliberations as to whether or not Government subsidies 
to home buyers should be continued. However, if the decision is made, 
as in the past, to continue such programs, it is vital that they be as 
good, cheap, and efficient as possible. Even those who feel that a par- 
ticular program is a waste of the Government’s money are desirous 
of keeping its costs at a minimum. 


WHAT IS THE PURPOSE OF THE GOVERNMENT'S HOUSING PROGRAM? 


In his statement outlining the reasons for these hearings, Chairman 
Sparkman performed an extremely valuable service. He, in effect, 
called attention to the fact that these hearings are to attack the over- 
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all problems of mortgage credit as an aid to better housing for all. 
It would be unfortunate if the discussion is primarily concerned with 
methods of tinkering with the administration, traditions, rights, or 
problems of existing individual programs. 

We need constantly to remind ourselves that the housing problem 
and its credit needs are general ones. Otherwise, the interrelation- 
ships of the parts and their true impact for or against better housing 
may be neglected in attempts to attack or foster specific agencies and 
programs. In his call for these meetings, Senator Sparkman stated: 


My theory is that the production of housing should be 
based upon the needs of the people. Of course, I realize that 
the only way we can satisfy this need is by having an adequate 
supply of mortgage credit available at all times. 

The problem is a well-defined one, and I believe that the 
solution lies in answering the question: How should Federal 
programs be supplemented or modified to insure a supply of 
home mortgage credit adequate to meet the great demand an- 
ticipated in the 1960’s, upon terms and conditions which 
home buyers can afford and which are economically sound ? 


Two major purposes of the Government’s programs are (1) the 
correction of imperfections in the private housing and credit market 
through better knowledge, information, and institutional shifts; and 
(2) the subsidization of home buyers who are held unable to afford 
the terms and conditions of the private housing market. 


THE PERVASIVENESS OF SUBSIDIES IN HOUSING PROGRAMS 


Because many people believe that a subsidy is wrong or even 
immoral, we frequently fail to state clearly the real goals of housing 
programs. All offer Federal aid of one type of another to families 
in need of housing. Almost all fit Webster’s definition of a subsidy: 
“Any gift made by way of financial aid.” If people could meet their 
needs at the normal market credit price, we should probably, at a 
minimum, abolish FHA, the VA loan-guaranty program, the special- 
assistance programs of FNMA, and the low-rent programs of the 
Public Housing Administration. Each of these programs grants the 
use of the Government’s credit in some form or other by way of finan- 
cial aid (subsidy) to home buyers. 

The effect of such a credit grant is clear in theory, although its 
actual repercussions become difficult to follow in the market. Such 
grants have very specific costs and are not free, as is sometimes erro- 
neously claimed. A borrower who receives the aid of the Government 
can obtain more money and at a cheaper rate than would otherwise 
be possible. If there are limited investment funds available, other 
borrowers not so aided will have more difficulty in borrowing and will 
have to pay higher fees. If the Government’s credit is limited because 
of fear of inflation or other constraints, the grant of its credit under 
one program will limit that available to other potential claimants. 

Our present national housing policy consists of a hierarchy of aids. 
If a person can afford market interest rates but needs help in making 
down and monthly payments, he is lent the use of the Government’s 
credit through FILA and VA. If he still is excluded, but could be 
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brought in with still longer terms and lower interest rates, the Gov- 
ernment may remove part of his burden by a subsidy through FNMA’s 
purchase of his mortgage above the market price, or by the VA’s 
direct lending. If he cannot afford this rate, or if he is ruled out of 
the market on other grounds, he may be allowed to rent a unit sub- 
sidized through PHA. 

The fragmentation of subsidies in this form is logical. Just as 
there are many ways to skin a cat, so are there many ways to help 
people pay less than market credit terms. The use of different pro- 
grams is likely to be more eflicient than forcing all into a monolithic 
giant. A major danger does arise, however. We may become so 
engrossed in the particular features or operations of a program or 
agency that we may lose sight of the main goal. We may also find 
ourselves subsidizing the wrong groups. ‘These hearings can be ex- 
tremely useful by making clear the reasons for the establishment of the 
housing programs and their supposed goals. 

Each agency, whether HHFA, FHA, VA, FNMA, or PHA, needs 
occasional reminders of its reason for existing. Each should period- 
ically send out notices to all employees saying, in effect, “We operate 
because Congress and the President decided that some home buyers 
could not afford market credit rates. As a result, they established 
this agency to aid consumers to obtain housing as efficiently and at 
the lowest costs consistent with other Government objectives.” 

The problem constantly facing Congress is to determine whether the 
housing program as a whole is working as efficiently as possible. Is 
the United States getting its full money’s worth in better and cheaper 
housing for the aid it is granting? While I sometimes feel strongly 
that this may not be the case, particularly because of a lack of research, 


I judge that others on this panel will fairly evaluate the efficiency of 
the existing programs. 


GOVERNMENT PURCHASES OF HOUSES FOR SALES UNDER CONTRACT TO 
INDIVIDUALS 


I want to take this opportunity to describe a different type of public 
program, which has apparently been successful and efficient. If care- 
fully studied, it may well indicate a better way of providing housing 
for those low-income groups, such as those displaced by urban-renewai 
programs, who Congress believes should be purchasers of privately 
owned standard housing but whose incomes are not high enough to 
permit their participation in existing markets. 

This program is the California veterans program for homeowner- 
ship, commonly called the Cal-Vet plan. This scheme of publicly 
owned, subsidized housing has been one of the most popular California 
State programs. Its bond issues have appeared on the State ballot 
11 times. Because they have had little or no vocal opposition, they 
have required minimal electioneering. All have passed by extremely 
wide margins. On the average, the bonds for the program have been 
approved by about 80 percent of those voting. 
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PURCHASES AND SALES 


How does this apparent paragon of public-housing programs work $ 
What are its great advantages over the existing Federal programs? 
Inder the Cal-Vet program an eligible veteran picks his own future 
home. He enters into a temporary purchase agreement for any house 
in any location he desires. The Cal-Vet agency next inspects the house 
and appraises it. Ifthe house meets the agency’s criteria of minimum 
standards, maximum price, and minimum value (i. e., fair price), the 
agency agrees to purchase the house and to take title in the name of 
the State of California, Department of Veterans’ Affairs. 

The State of California issues regular State bonds to obtain cash for 
the purchase of this housing. The rate for these long-term bonds has 
varied with the credit of the State and the market for tax-exempt 
bonds. On the average, their yield has been about 214 to 3 percent 
under the conventional mortgage market of the same period. In order 
to calculate interest charges to its clients, the agency takes the average 
of the interest rates it is paying and adds a sum for operating costs 
and reserves (both together have averaged about 0.6 percent per an- 
num on unpaid balances). Until recently, this combined rate was 
3 percent. It is now 3.5 percent. 

After taking title to the desired property, the agency enters into a 
sales contract with the client, agreeing to sell him the house he desires 
on a very flexible basis. The contract, in theory, calls for payments 
to be made on a level basis, with amortization of the principal over 
20 years and with an assumed interest rate based on the State’s own 
payments. The agency requires a minimum downpayment of 5 per- 
cent, but it can be reduced below this by the amount by which the 
agency’s appraisal exceeds its purchase price. In effect, if the ap- 
praisal exceeds the price by 5 percent no downpayment is required. 

The agency has made special bulk purchases of fire, life, and dis- 
ability insurance. These are sold at cost to those holding the contracts 
ofsale. The sums owed for this insurance are not added to the monthly 
payments, but instead the contract payment period is extended beyond 
the basic 20 years. The period of payment has also been extended in 
cases of sickness or other legitimate inabilities to make current pay- 
ments, and when interest rates rose above their initial level. The 
original payment contract is really nominal. It sets a maximum 
monthly payment. If more money is needed for extra services or for 
other eens the period over which payments are to be made is in- 
creased. 

The sales contract specifies that the purchaser must occupy the house 
himself except in case of emergency or other need, in which case he can 
receive permission to rent it. The contract may be paid off in full at 
any time allowing the veteran to take clear title. 


THE FORM OF SUBSIDY 


The subsidy involved in these agreements is obvious.. The client 
saves the difference between the interest rate paid on tax-exempt State 
bonds and the interest rate on mortgages. He receives more favorable 
terms for downpayments and monthly payments than are generally 
available. He is enabled to purchase various types of insurance at 
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group rates. A tax subsidy is also involved. Instead of having to 
pay taxes on the total assessed value of his house, a purchaser under 
contract is assessed only for his so-called possessory interest, i. e., his 
own equity in contrast to the purchase price actually paid by the State. 
His possessory interest is defined as 30 percent of the purchase price in 
the first 5 years, 45 percent in the next 5 years, and so on. 

It should be made clear that the subsidy under this program as with 
the FHA is indirect. The State only lends its credit. Unless there is 
an unexpected fall in house prices, no call need be made on the State’s 
guaranty. In fact, as with the FHA, to date no payments for this 
program have been made from the State’s general fund. 


THE CRITERIA FOR ELIGIBILITY 


For any subsidy program to succeed there must be careful con- 
sideration of who is to be eligible, and under what circumstances. On 
what basis does a person become eligible for the Cal-Vet program ? 
In the first place, he must be a war veteran born in or enlisted from 
California and purchasing a property in the State. In the second 
place, a restriction is placed upon the value of the house to be pur- 
chased and the amount of the loan. The maximum value of houses 
which the State would purchase rose gradually from $5,000 in 1921 
to $10,000 in 1937, to $25,000 today. The maximum amount of its own 
funds the State would use rose from $5,000 in 1921 to $15,000 today. 
The differences between maximum value and maximum use of State 
funds would equal the purchaser’s downpayment. 

The final criterion deals with the veteran’s finances. He could not 
be so rich as obviously not to need the subsidy. Generally this has 
meant that he and his wife could not have more than $10,000 worth 
of other property. He could not be so poor that it was probable that 
he could not meet the agreed-upon monthly payments. 

In effect, then, eligible veterans are screened by two processes: 
(1) A direct limitation on his total property or capital, and (2) an 
indirect income limitation. This latter arises from the assumption 
that a high-income person will not choose to live in a low-priced 
house merely to gain the subsidy. In this it is similar to the logic 
behind loan limitations on FHA section 221 and similar houses. 
Now that the value of an eligible house can be $25,000 this limitation 


means little. As a result a direct rationing and priority system has 
had to be installed. 


SOME ADVANTAGES OF GOVERNMENT PURCHASES WITH CONTRACTS OF SALE 


In order to stimulate discussion, it may be useful to spell out some 
of the implications of such a program of purchase-sale contracts on a 
national scale. I do not assume that the clientele for such a program 
would be picked primarily from veterans as in the California case. 
Instead those eligible would be selected under standards established 
by Congress and the Executive. Eligibility could be on an income 
basis, or by setting a maximum value of properties as under existing 
Federal programs, or on whatever other basis Congress believed neces- 
Sary to aid certain groups in the purchase of privately owned and 
produced standard housing. 
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1. Government purchase for sale establishes a basic method of 
meeting mortgage credit shortages similar to that of FNMA and 
public housing. Instead of potential homeowners having to line up 
at the limited trough of mortgage credit, their purchases would be 
made with money drawn from the wider bond market. These could 
be either direct issues of the Government or guaranteed issues as in 
the case of FNMA and local housing authorities. 


2. The interest rate for such a program would probably be lower 


than the mortgage interest rate. It would draw upon the more per- 
804 bond market. Risks to the lenders would be more calculable and 
ess. 

3. The Government could set its schedule of payments so as to meet 
its full costs and only subsidize through its guaranty, or it could 
subsidize by additional payments from other revenue to any extent 
it deemed advisable. 

The procedures of setting the subsidy could be simple and could 
vary with need. Thus the nominal contract could call for some 
standard rate of payments, for example the maximum terms under 
the existing VA program or under FHA section 221. <A policy could 
then be established of reducing payments below this amount in cases 
of proven need. The actual payments might be set for fixed periods— 
say 2 years—at a time depending on the purchaser’s estimated ability 
to pay. The amounts not paid would still be due on the contract, but 
would not have to be paid until the end of the contract which would 
probably be when the house was sold. If conditions were to continue 
as they have in the past 20 years, the actual subsidy would reduce to 
zero in the great majority of cases. 

4. The program would greatly increase homeownership. The 
client would have the right to his house as long as he lived in it, main- 
tained it, and met the agreed payments. He could sell it when he so 
desired by paying off the contract including all reductions granted 
under the initial agreement. 

5. Such a program would solve many of the most pressing prob- 
lems of the existing public-housing program. It would draw on the 
skills and greater efficiency of the individual house builder. It would 
do away with the institutionalized large-scale housing project. It 
would halt the segregation of people into special low-income housing 
groups. People would not have to move when their need for a subsid 
was finished. They would remain in their house, paying the full 
market price under FHA or similar terms in the same manner as all 
their neighbors. 

6. A purchase-sales program would probably be far more efficient 
than existing public-housing programs. It would offer a market 
for used rehabilitated units. These units tend to be among the cheap- 
est standard dwellings. Under our present procedures, these units 
cannot be used for public housing. e lack of a low-income market 
keeps many units from being rehabilitated which otherwise it would 
pay to improve. Such a program would eat lower administra- 
tive and operating costs. The owner would keep up his own unit. 


The whole do-it-yourself movement shows how much cheaper such 
maintenance.can be. There would be no necessary management over- 
head, but simply a loan receipt program similar to existing mortgage 
brokers. 
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On almost every basis a purchase-sales program would seem to be 
more efficient than existing public-housing programs for normal 
family groups. I have selected this as merely one example of new 
but tried ideas which might, if carefully considered, improve existing 
housing policies. These hearings will have an extremely valuable 
result if they lead to a careful reconsideration of the logic of existing 

rograms and, at the same time, compare them with potential new 
ideas and improvements. 





SOURCES OF FARM HOUSING CREDIT 


Department of Agriculture, Agricultural Credit Services 


This memorandum is directed to the following question: 


What should be done to provide a source of housing credit, 
adequate to meet the needs of farm families who are potential 
purchasers or renters of privately owned, standard housing, 
but whose incomes are not high enough to permit their par- 
ticipation in existing markets For such housing ? 


Implicit in this question is the thought that farm and urban fami- 
lies living in substandard homes should have equal opportunity to 
benefit from Federal assistance to improve their housing. The ques- 
tion suggests the development of a rural counterpart to low-cost pub- 
lic-assisted housing in urban centers. 

The term “farm families,” as used in the basic question and in this 
discussion, is presumed to be those families living in rural areas be- 
cause their agricultural activities require their living on the land they 
operate as distinguished from a broader interpretation which would 
encompass all persons living in rural areas. 

The basic question further implies that the farm families to be con- 
sidered are those who have not accumulated sufficient resources to pro- 
vide adequate housing on their own accord or who have not accumu- 
lated sufficient assets to qualify for housing loans from private and 
cooperative lenders. 

The factors previously discussed under the subject “What should be 
done to increase the supply of standard dwellings for underhoused 
farm families?” also are generally applicable to this group. This dis- 
cussion, therefore, will cover largely other aspects of the question. 

An analysis of the nature of the problem is necessary to bring it into 
perspective. The basic reasons why some farm families do not have 
better housing and alternative, practical and economically feasible 
solutions merit further study. Research in construction techniques, 
standardization of dimensions of building materials and home equip- 
ment, the practicai use of locally available materials, the conversion of 
existing buildings, the design and construction of functional and flexi- 
ble service buildings that meet the needs of our constantly changing 
agriculture also are essential to developing approaches to providing 
low-income farm families a better opportunity to improve their hous- 
ing conditions. 

Educational processes for transmitting, not only to farm families 
but to building material manufacturers, building suppliers and credi- 
tors are necessary to developing an awareness as to the nature and 
character of the housing problems with which these farm families are 
confronted and to the development of effective programs for improv- 
ing their living conditions. 
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Beyond sustained research and educational programs, which can 
result in developing minimum costs in construction design and tech- 
niques, and the educational activities which can motivate farm fami- 
lies to want better housing is the problem of how this better housing 
for low-income farm people will be financed. 

Inadequate housing in rural areas is conspicuously different from 
inadequate housing in urban areas; the approaches to the problem, 
therefore, also are different. In urban centers, where the place and 
kind of employment are not directly associated with the residence, 
the development of public low-cost or low-rent housing in concen- 
trated areas has proved to be a practical approach to providing better 
housing for low-income and previously ill-housed families. ‘The iso- 
lation of the farm home, the need for a residence located on the land 
being farmed, and the fact that generally the home and the farm 
business are integral parts of the family’s business operations, neces- 
sitate considering most of the farm homes as individual entities, 
dependent upon the returns of the farm business for financial support. 

The process of providing financial assistance to help farm families 
in the low-income levels achieve better housing may be considered 
broadly in 4 general categories; namely (1) Government construction 
of facilities with the units being leased or sold on long-term purchase 
contracts to farmers; (2) direct contributions or grants at the time 
of construction or improvement; (3) contributions to farm families 
to supplement their incomes to meet loan payments required to pro- 
vide better housing for the family; and (4) a favorable financing 
ene that will stimulate low-income farm families to provide 

lousing within their capacity to repay. 

All of these methods have been tried on either an experimental or 
substantial scale basis. The experience of the Department of Agri- 
culture has been that the most practicable means of providing an 
opportunity to farm families in the low-income levels to improve 
their level of housing is a favorable loan program at long-term, low- 


- interest rates. 


The subsistence homesteads, the migratory farm labor housing pro- 
gram, and the rural public-housing program of the 1930’s and 1940’s 
are all examples of Government-owned and financed efforts to provide 
better housing to low-income farm families. All of these programs 
have now either been liquidated or are in the process of liquidation. 

Since agriculture in this country is largely one of individual homes 
on individual farms, this is a difficult environment in which to inter- 
ject Government ownership of the home. This was, however, tried 
some 15 or 20 years ago. Some 500 houses were built in scattered 
areas in 5 States. This program was designed to provide new homes 
to owners and tenants who were living in substandard homes and were 
unable to afford an acceptable home. 

To participate in this program, the farm owner was required to give 
to the Housing Authority title to one acre of his farm as a site for the 
new house a to tear down or convert to some other use the existing 
substandard dwelling. In addition to making rental payments, the 
occupant was required to do all major repair work necessary to kee 
the house in good condition. All of the homes were built by loca 
or private contractors. They were planned, owned, and managed by 
the local rural housing authority. 
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With the exception of a few units which are reported to be in liti- 
gation, these units have all been liquidated. The administrative prob- 
Jems encountered in endeavoring to operate such a program are mani- 
fold. The separation of ownership between the farm home and the 
land was a synthetic one. The problems of having farmer-occupants 
maintain their payments, keeping the property in good repair, and 
the problems associated with the transfer of the unit were difficult to 
administer. 

Outright grants were authorized by the Housing Act of 1949. 
These grants were made to people who were in desperate need of 
minimum shelter. Under that program, 790 grants, totaling $363,674, 
were made. Although these grants helped some farm families keep 
out the wind and the rain, they accomplished little from a long-range 
standpoint. Furthermore, the making of grants would tend to in- 
crease the family’s inclination to remain fixed on what probably was 
an inadequate unit and make them reluctant to seek more profitable 
employment elsewhere. 

n approach to making annual contributions to farm families to 
enable them to have better housing is authorized under section 503 of 
title V of the Housing Act of 1949. Under this authority the Gov- 
ernment, under certain conditions, could make a long-term loan to 
a farm owner and could make contributions to the borrower by for- 
giving part of the indebtedness due on his housing loan. If a bor- 
rower during the first 5 years of his loan was unable to meet the annual 
installment that became due, an annual contribution, up to as much as 
the interest plus 50 percent of the principal, could be credited to the 
borrower’s account S the Government. 

These loans were made to farmers on the basis that during the 5- 
year period they would increase their income possibilities so that they 
would be able to meet their payments in full after 5 years. This pro- 
gram also was found to be difficult to administer. Problems were en- 
countered in determining whether a given expenditure by a farmer 
should be allowed in determining whether or not he was entitled toa 
contribution. For example: If a borrower had planned to give $50 
to his church and instead gave $100 and at the end of the year he 
was $50 short of being able to pay his installment, would the Govern- 
ment then make a contribution on the housing loan? Additional 

roblems were experienced because farming is a business and as such 
involves decisions as to whether livestock should be sold or carried in 
inventory or whether crops should be sold during the calendar year 
in which they are etedheaia or held for future sale. 

During the first several years of the farm housing program, the 
Farmers’ Home Administration in the Department made loans to 761 
families under section 503 of the Housing Act of 1949. These loans 
totaled $3,726,000. Two-thirds of the amount loaned was spent for 
dwellings and farm buildings. The remaining third was for land 
purchase and development. Of the 761 families involved, 250 received 
contributions. The remainder were able to meet their payments as 
they became due. The total amount of contributions made under this 
program was $137,967. Of this amount, $46,006 was principal and 
$91,961 was interest. 
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Another type of loan, which is authorized under section 502 of the 
Housing Act of 1949, has proved to be an effective means whereby 
families who are not able to qualify for credit from conventional 
sources can improve their housing conditions. Since the farm housing 
program was authorized in the fall of 1949, the Farmers’ Home 
Administration in the Department has made approximately 30,000 of 
these loans, totaling $170 million. Seventy-five percent of the loan 
funds, or almost $130 million was used to finance 14,000 new homes 
and repair 8,500 additional farm homes. The rest of the funds was 
used to finance construction and repair of service buildings and farm- 
stead wells. 

The lending experience with these loans has been satisfactory. These 
loans may be made for periods up to 33 years and bear 4 percent 
interest. The favorable terms of the loans, the fact that they are made 
by an agency experienced in the business of helping farm families make 
a thorough analysis of their budgets to determine whether or not they 
have the ability to repay, and an agency equipped with adequate 
credit and management assistance tools to help farm families make 
the most of the resources they have and, if necessary, even acquire addi- 
tional land and improve their land, acounts to a large extent for the 
success of these loans. 

Farm families live in poor housing, generally not by choice but 
because of necessity. The major problem is a lack of an economic 
base to support a better house. For these low-income families in 
rural areas to improve their economic situation sufficiently to enable 
them to support better housing there must be continued economic 
growth and the expansion of nonfarm employment opportunities. 
Raising their income level on the farm, if possible, or by encouraging 
them to obtain off-farm employment is a sound approach to improving 
the living conditions of our 1ll-housed farm families. 

The rural development program of this Department is a localized 
but comprehensive approach to improving the economic opportunities 
of low-income farm families. This program, which is under local 
leadership, backstopped by the various departments of local, State, 
and National Governments, is underway in selected counties in various 
areas of the United States. The objective of the program is the de- 
velopment of the ie. grees and human resources of low-income areas so 


the families will have an opportunity to improve their levels of 
iving. 


[Norr.—This subject is also discussed by Dr. E. G. Smith in his 
memorandum on Farm Housing. See p. 173.] 
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